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Accounting News And Trends 


Unaudited Financial Statements 


The accountant’s responsibility in the 
case of reports which state that the fi- 
nancial statements were “prepared from 
the books without audit” is considered 
in THE CERTIFIED PuBLIC ACCOUNTANT 
oF Minnesota (December 1957) by the 
Accounting and Auditing Procedure 
Committee of that State Society. The 
method of presenting the problem is to 
suggest some ten possible statements of 
responsibility, each one laying a pro- 
gressively heavier burden on the CPA, 
and inviting comments from the mem- 
bership on each possibility. 

The first statement suggests that the 
CPA’s responsibility is to the client only 
and is limited to the clerical and mathe- 
matical accuracy of the statements and 
the appropriateness of the accounting 
terminology. Possible extensions are: 
that the CPA will not knowingly pre- 
pare a financial statement which is de- 
liberately false, or that the CPA is re- 
sponsible for seeing to it that the finan- 
cial statements are not likely to be false 
and misleading. 

To assure against this latter possi- 
bility, the CPA might be expected to 
determine that the amounts in the fi- 
nancial statements are in fact from the 
books of account. This examination may 





AccounTING NEWS AND TRENDS is con- 
ducted by CHarLEs L. Savace, C.P.A. 
and member of the New York Bar. He 
is presently serving as chairman of our 
Society's Committee on Members in the 


Field of Education. 


Dr. Savage is professor of accounting 
and chairman of the Business Adminis- 
tration Division of St. Francis College. 
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reveal circumstances or errors that the 
CPA would have to correct in the finan- 
cial statements. Does his responsibility 
end with the incorporation into the 
financial statements of corrections of 
which he has become aware, or must he 
make deliberate inquiry into proce- 
dures that may create error and mis- 
statement? Finally, does the CPA’s re- 
sponsibility extend to inquiry wherever 
substantial misstatement may not be 
readily apparent, i. e., into accouats re- 
ceivable, inventory and accounts pay- 
able? 


The Committee also considered in 
some detail what areas of inquiry and 
steps in review might possibly be ex- 
pected of the CPA in connection with 
financial statements “prepared from the 
books without audit.” Some of these 
are: 

1. The CPA must not have personal 
knowledge, or through carelessness have 
failed to acquire knowledge, of a client's 
reputation for dishonesty or lack of 
integrity. , 

2. The CPA should have knowledge, 
or inquire by discussion with reliable 
persons, as to the functioning of the 
accounting system to determine that the 
records are kept generally in a pur 
poseful, systematic and orthodox man- 
ner. 


3. Accounts with amounts subject 
to computation should be reviewed, ie, 
prepaid amounts, accruals, and provi- 
sions and allowances for depreciation 
or amortization. 


4. The circumstance of physical im 
ventories should be inquired into and 
if the amounts reported for inventory 
cannot be based on recent physical 
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counts, that fact should be disclosed jn 
the financial statements. 

5. The basis for valuing the inven. 
tory should be inquired into and such 


bases clearly disclosed in the financial ' 


statements. 


6. The surplus account should be 
reviewed, and the entries thereto during 
the period appropriately disclosed jn 
the financial statements, or reclassified 
to other accounts. 


Sales Finance Questionnaire 

Representatives of the Robert Morris 
Associates, the American Finance Con- 
ference, and the Federal Reserve Board 
have agreed on a revision of the Sales 
Finance Company questionnaire that 
should develop a better and more real- 
istic yardstick for measuring the quality 
of automobile sales paper under today’s 
selling conditions in the automobile in- 
dustry (Rospert Morris Associates 
BULLETIN January 1958). It is expected 
that information will be made available 
to banks on the new basis as of the 
close of the fiscal year 1958. 

Briefly, the revised schedule relates 
cash advanced to dealer’s cost in the 
case of new cars, and to wholesale value 
in the case of used cars. It will also 
provide a better breakdown of length 
of time involved in contracts. It should 
provide a much better basis for credit 
appraisal by banks of automobile sales 
paper in finance company portfolios, as 
well as giving the managements of the 
finance companies a better picture of 


that same portfolio for their own pur- | 


poses. Statistics compiled by the Fed: 
eral Reserve System and everyone in- 
terested in consumer credit and more 
particularly automobile sales terms can 
all be based on a common or uniform 
measuring stick. 


Internal Auditing in the Federal 
Government 
An excellent description of the 
broadened scope of internal auditing is 
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contained in the “Statement On In- 
ternal Auditing” issued by the General 
Accounting Office and published in 
Tue FEDERAL ACCOUNTANT (December 
1957). 

After a general summary of the serv- 
ices of the internal auditor and how 
they are being used in Federal Agencies, 
the statement points out one incidental 
activity that is not often considered 
the auditor’s function as an informal 
means of communication within an or- 
ganization. Because of the internal audi- 
tor’s knowledge of management policies 
and procedures and his contacts with 
oficials and employees at all organiza- 
tional levels, he can readily supply ex- 
planations and interpretations of pre- 
scribed He often obtains em- 
ployee’s reactions and comments which, 
when relayed in summary form to man- 
agement, often results in better under- 
standing and improved morale. 

To suggest the broadened scope of 
the work now being performed by in- 
ternal auditors, here are some of their 
assignments in the Federal Government: 





rules. 


1. Reviewing compliance with and 
appraising performance under policies 
established by management. 

2. Examination of financial transac- 
tions, 

3. Testing the reliability and useful- 
ness of accounting and other financial 
and statistical data produced in the 
agency. 

|. Reviewing the effectiveness with 
which the agency uses manpower and 
property. 

). Examining the effectiveness of 
the safeguards provided over agency 
assets to prevent waste or loss. 


Statement No. 23 and Continuing 
Education 


1958) on the action of the Board of 
Directors of the Oregon Society of 


| 
| 
[his Department reported (January | 
CPAs in suspending a member who was | 
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found guilty of non-compliance with 
Statement No. 23. The February 1953 
issue of THE OREGON CPA reports that 
the member has been reinstated after 
taking a required course of study and 
after his indicating that he will observe 
the Statement in the future. 

It is interesting to note that the Ore. 
gon Society in its efforts to correct sub- 
standard work is sending a copy of 
Statement No. 23 to all Oregon CPAs, 
whether or not they are members of the 
State Society. 


Labor-Related Costs 

The growing importance of supple- 
mentary labor costs motivated the pub- 
lication of the NAA Research Report 
on “Accounting For Labor Costs and 
Labor-Related Costs” (Research Series 
No. 32, November 1957). This study 
is based on practices of 48 companies 
selected to provide a cross-section of 
the different types of manufacturing 


industry. 
As the title indicates, the study con- 
siders two topics — labor costs and 


labor-related costs. With respect to 
the former, it is suggested that wider 
use be made of the concept of produc- 
tion center control rather than continue 
the present practice of classifying labor 
by its operation. Increased automation 
has made this concept particularly im- 
portant and under it employees at- 
tached to a production center become 
cost center labor rather than direct 
manufacturing labor, material handlers, 
maintenance men, etc. A broader de 
finition of direct labor is suggested, 
viz., that portion of wages or salary 
which can, as a practical matter, be 
identified with and charged to a single 
costing unit. Since the department or 
cost center is the costing unit, the re 
sulting costs may be termed direct de- 
partmental or direct cost center labor 
cost. 

The major portion of the study is 
devoted to labor-related costs and seeks 
to do three things: to define and 
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classify labor-related costs; to devise 
methods for incorporating such costs 
into cost of products; and to develop 
reporting techniques designed to com- 
municate to management the full 
amount and significance of labor cvsts. 
This aspect of the report is particularly 
timely because the trend in labor-re- 
lated costs or “fringe benefits” has been 
steadily upward. In the 8-year period 
from 1947 to 1955, the U. S. Chamber 
of Commerce reports an increase in 
cost per hour for these benefits of about 
105 per cent. The problem of defini- 
tion is also present because no uniform- 
ity exists as to what should be included 
under the term “fringe benefits” even 
though it is frequently used to denote 
anything received by the employee. 








This is too restricted a term for man- | 
agement’s use and the phrase “labor- | 


related” is used to include all the sup- 
plementary costs, directly and_ indi- 
rectly related to the presence of em- 


ployees on a company’s payroll. This | 


would include such direct payment 
items as premium payments for time 


worked, payments for time not worked, | 
separation payments, unfunded pen- | 
sions, and such non-direct items as em- | 


ployee welfare and social security cost, 


employment administration costs, and | 


workmen’s compensation insurance. 

Despite the fact that labor-related 
costs have been steadily increasing, 
this study shows that they are seldom 
prominently displayed on cost state- 
ments. Since “fringe benefits” figure 
so prominently in labor negotiations, 





considerable importance is attached to | 


bringing all labor-related costs together 
in such a way that Management can see 
what they are and their amounts, both 


at present and after proposed decisions, | 


but apparently this practice is not fol- 
lowed. In most of the companies sur- 


veyed, these costs are scattered, with | 
some items included in direct produc- | 


tion labor, some with indirect labor, 


and the balance merged with a large | 


group of manufacturing expenses. 
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An Adirondack View 


I Wonder about a lot of things— 
and so do you. But in March and 
April we don’t do much wondering—it 
takes too much time, and also, it re- 
quires thinking, and we run short of 
mental energy after doing our kind of 
work for fifty plus hours per week. 

But, I wonder if inflation would not 
have been held down a big bit, if we 
had not had that stee! strike settlement 
that boosted wages more than produc- 
tion increased, and thereby increased 
prices of steel—and almost everything 
else. 

And I wonder if the inflation of sell- 
ing prices, and wages, and the demand 
for help, and the demand for materials, 
etc. was not allowed to zoom along 
too long without the available brakes 
being applied. 

I wonder, also, if producers didn’t 
build up inventories of employees (like 
they did of raw materials and supplies), 
in other words, hire more help than 
currently needed because there was a 
shortage of manpower. 

Well, there are a lot of other things 
I don’t know—and wonder about. But 
this I know—if I knew all the answers, 
the world would beat a path to my 
door—I would have no privacy—no 
trips up the river when spring comes— 
no bridge games. or pinochle either. 

Boy, am I lucky that I don’t know 
everything. So are you. 


LeonarD HoucutTon, CPA 
Saranac Lake Branch of 


“The Adirondack Chapter” | 
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Letters to the Editor 


A Hamletian Soliloquy 
on Section 1361 

Some time ago I delivered a talk on 
taxation before an industry group and 
distributed to the audience an outline of 
the talk which included a “soliloquy” 
on Section 1361. I came across this out- 
line the other day and it occurred to me 
that the readers of The New York Certi- 
fied Public Accountant might find the 
“soliloquy” light reading and some con- 
solation if they are encountering diffi- 
culties in working with Section 1361 
which deals with the election of un- 
incorporated business enterprises to be 

taxed as domestic corporations. 


To elect, or not to elect: that is the 
question: 

Whether ’tis cheaper in the end to suffer 

The normal and surtaxes at outrageous 

rates, 

Or to rebel against a sea of taxes, 

And by electing reduce them. To elect, 
to elect, 

This year; and by elect to say we be 

The subject of the fifty-two percent tax 

A corp. is heir to, ’tis a taxation 

Not quite as bad. To elect, to elect; 

To elect—without regulations! ay, 
there’s the rub; 

For on that election what regs may 
come, 

After we have filed this year’s return, 

Must give us pause: there’s the respect 

That makes calamity of election; 

For who would bear the axe and 
scythe of tax, 

At graduate rates, the high declarations, 

The pangs of payment, the law’s change, 

The lack of capital, and the debt 


236 


That is so necessary to pay the tax, 

When he himself might his quietus make 

With a bare election? Who would 
surtaxes bear 

To pay and pay on his ordinary income 

But that dread of something in the regs 

As to reorganizations, dividends 

Or liquidations, scares us all, 

And makes us pay the taxes we know 

Than elect that we know not of? 

With no regulations there’s no 
elections. 

And thus the noble 1361 

Is passed over with some shaky 
thought, 

And partnerships of great names and 
brains 

For this reason, their nerves gone awry, 

Fail to make an election. Hark. 

I hear a revenue agent. 


Harry Z. Gartan. CPA 
New York, N. Y. 


The Disposition of Profits 
from Endowment Funds 


Some months ago I was approached 
for an opinion as to whether it would 
be possible to appropriate the profits 
from transactions in the investments of 
the endowment funds of an eleemosyn- 
ary institution for corporate purposes 
other than that of increasing the fund 
which owned the investment. 

Just to see if there is any interest in 
the matter I will lay my 45 years ex: 
perience with institutional accounting 
and the law of charitable trusts on the 
block by stating that such an action 
might be sustained. In the case of 
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General Unrestricted Endowment, | 
am rather thoroughly convinced it would 
be. I am not suggesting it should be 
tried. In fact, I am satisfied it would 
be most unwise. Once the door is opened 
to such an invasion of the traditional 
sanctity of endowment there is no end 
to the excuses which can be envisioned 
to seek a full invasion. 

The feverish efforts of the privately 
endowed colleges to obtain sufficient 
gifts to meet their capital needs for 
new buildings and revenue and to care 
for continually increasing operating 
costs, is spectacular evidence of the 
pressure which may be exerted. 


There was a case in New York 
(Knickerbocker Hospital vs. Goldstein) 
in which the court permitted the hos- 
pital to invade the principal of its gen- 
eral endowment fund in order to keep 
the doors open. This relief was granted, 
however, in desperation and whether 
permission would be given in less criti- 
cal circumstances is conjectural. 


Another factor which might influence 
a favorable decision on appeal to ap- 
propriate the profit, resides in the lia- 
bility, if any, of the beneficiary institu- 
tion for a sum in excess of the amount 
of the gift or bequest at the time of 
receipt. Should the institutional officers 
be expected to earn a profit on the en- 
dowment? And if so, is it incumbent 
upon them to devote this to the exclu- 
sive benefit of the endowment to which 
the assets belonged that resulted in a 
profit by virtue of fortuitous economic 
circumstances? Would the answer to 
this be different if the transactions were 
in the assets of a pool of endowment 
funds some of which were for general 
corporate purposes? 

If there are ary members who are 
interested in this matter or who have 
any information on the subject I shall 
be pleased to hear from them. 


EarLe L. Wasupurn, CPA 
New York, N. Y. 
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Authoritative Literature on 
Bank Examinations 


Practitioners called upon to assist in 
an examination of a bank or trust com. 
pany will be pleased to find that much 
has been written about such examina- 
tions. One of the most authoritative 
and practical booklets on bank and 
trust company examinations is “Safe. 
guarding The Bank’s Assets” which was 
published in 1953 by the New York 
State Bankers Association, 33 Liberty 
Street, New York 5, N. Y. This bro- 
chure was written by R. G. Rankin, 
CPA with the cooperation of Howard 
D. Crosse, Federal Reserve Bank of 
New York; Henry J. Nauer, New York 
State Banking Department; Frank W. 
Krippel, Office of the Comptroller of the 
Currency; and Neil G. Greensides, Fed- 
eral Deposit Insurance Corporation. 
Copies of this booklet may be obtained 
from the New York State Bankers Asso- 
ciation at $2.50 each. 

The New York State Bankers Asso- 
ciation has also developed a simplified 
internal audit program called “Audex” 
which will enable even the smallest of 
banks to improve its internal auditing 
and control procedures without the em- 
ployment of additional staff. 

Russe.t D. Tipton, CPA 
Chairman, Committee on Banks 
and Savings Institutions 
Accounting 


Technical and Topical 

As a member of the Publications Com- 
mittee, I took special pride in review- 
ing the December 1957 issue of THE 
Texas CPA. That publication, in its 
column captioned “Technical and Topi- 
cal,” expresses its regard for the valu- 
able contribution to the profession and 
to accounting literature, which is being 
rendered by THE NEw York CERTIFIED 
PusLic ACCOUNTANT. 

It is my thought that the members of 
our Society will be gratified by the 
knowledge that they, through their 
magazine, are advancing the interests 
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of the profession and practicing CPAs, 
generally, and will take equal satis- 
faction in reading the attached item as 
it appeared in THE Texas CPA. 





This column would like to pay its | 


respects to the editors and staffs of the 
very fine publications of the other state 
societies of certified public accountants. 


Within the pages of these periodicals | 


appear some of the most practical and 
applicable and departments 
found anywhere for the use of practic- 
ing accountants. And it appears that, 
like THe Texas CPA, most of the ma- 
terial originates from practising public 


articles 


accountants. 

THE New York CERTIFIED PUBLIC 
ACCOUNTANT is without doubt the most 
impressive of them all. It is a true forum 
for the people practising our profession 
in the Empire State and, further, serves 
the rest of us with the greater number 
of articles and departments being de- 
voted to problems of general interest. 
Regular departments include a New 


York state tax forum, a discussion of | || 


accounting at the SEC, a column on 
the administration of a CPA practice, 
a payroll tax section, notes on recent 
Federal income tax matters of interest, 
from the AICPA, reviews of 
books and articles on accounting, letters 
to the editor and many other interest- 
ing sections. : 

The societies of Massachusetts, Ohio 
and California follow closely behind 
New York in the excellence of their 
periodicals. 


releases 


The Texas Society office is going to 
build up a library of these valuable ac- 
counting journals and invites any mem- 
bers with back issues to help with 
starting it. These magazines will be 
available for loaning out to members 
as soon as proper provision can be made 
for space. 





ALBERT KRAuUTER, CPA 
New York, N. Y. 
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RATES: “Help Wanted’ 20¢ a word, minimum $5.00. ‘‘Sttuations Wanted” 10¢ a d in 
“Business Opportunities” 15¢ a word, minimum $3.00. a 
words. Closing date, 10th of month preceding date of issue. 


ADDRESS FOR BESLIES: Box number, The New York Certified Public Accountant, 677 Fifth 


$2.00. 


Avenue, New York 22, N. 


HELP WANTED 


Los Angeles Tax Law Firm wants young 
attorney-CPA who ranked high in law school 
class. Submit resume to Box 1380. 


SITUATIONS WANTED 


Immediately Available, accountants, office 
managers, bookkeepers. Bookkeepers & Ac- 
countants Division, Maxwell Employment 
Agency, 130 West 42 St., N. Y. C., telephone 
LOngacre 4-1740. 

Assistant Comptroller, CPA, law degree, 
presently employed, seeks better opportunity, 
over 25 years diversified experience, public 
and private, office management, financial state- 
ments, internal controls, credits and collec- 
tions, taxes. Box 1371. 


Tax Attorney, female, ten years with CPA 
firm, experience research, preparation returns, 


protests, Federal, State, local, $6,500. Box 
1372. 
Tax Accountant, attorney, M.B.A., former 


revenue agent, tax planner, research, reviewer, 
excellent background, seeks tax position with 
potential. Box 1378. 

General Office Assistant, male, bookkeeping 
F/C, two years college accounting, can help 
with taxes, Manhattan only. Box 1379. 
CPA, Society member, diversified tax, audit 
and reviewing experience, desires per diem 
with reputable practitioners, $35.00 per day. 
Box 1381. 

Statistical Typist and confidential secretary, 
extensive experience in operating CPA office 


and maintaining good client relationships, 
pleasant personality, employer recently de- 


ceased, seeks position with small accounting 
firm. Box 1382. 
BUSINESS OPPORTUNITIES 

Mail and Telephone Service, desk provided 
for interviewing, $6.50 per month, directory 
listing. Modern Business Service, 505 Fifth 
Avenue (42nd Street). 

Justin Jacobs, Peter P. McDermott & Co., 
investment information, portfolio analysis, no 
charge for these professional services. DIgby 
4-7140, 42 Broadway, New York 4, New York. 
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Box number, when used, is two 


Statistical Typing, IBM typography, offset 
printing. Gitsham’s, 480 Lexington Avenue, 
N. Y. 17, PLaza 5-6432. 


Practice Wanted, substantial terms, know. 
how offered overburdened or retiring practi- 
tioner, CPA, N. Y., N. J., AICPA, IE, MBA. 
Box 1373. 


CPA, AICPA, former partner small national 
firm with top level experience desires purchase 
of accounts or practice, New York area, prefer 
practice of about $50,000 gross, have profit- 
able practice of about $40,000 and adequate 
cash capital, greatest tact and diplomacy, 
replies will be held in strict confidence. 
Box 1374. 


Office for Rent, Lindenhurst, L. L, rare 
opportunity for CPA, beautiful offices in 
shopping center, 800 car parking. Call Karp, 
TUrner 8-1683. 


CPA Firm, N. Y. C., having gross fees in 
excess of $200,000 seeks practitioner for 
merger purposes, having substantial quality 
practice in predictable fees, interested pri- 
marily in spreading top level responsibilities 
and perpetuation of firm, replies * in. strict 
confidence. Box 1375. 


CPA Firm, desires up to $10,000 additional 
gross fees, will offer attractive terms. Box 


1376. 
Well Equipped CPA Firm will purchase all 


or part of the practice of overburdened or 
retiring accountants, substantial cash or at- 
tractive retirement arrangements will be 
offered. Box 1377. 

Mail, telephone, listing plus private inter: 
view space in modernized offices, entire %h 
floor, $10 monthly, secretarial services avail- 


able. 120 Liberty St. (near Wall) CO 7-8323. 


Furnished Private Office, air-conditioned, 
desk space, telephone answering, secretary, 
mail received and forwarded, directory list 
ings. Y. Business Service, Inc., . 


35th St., New York 1, OXford 5-2382. 


79 Pine Street, private offices (1 or 2) 
available to accountant in beautiful suite, 
new air-conditioned building, use of complete 
tax library, Bruning, Thermofax and _ other 
equipment. WH 3-2660. 
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Continuing Professional Education 


Whether education or experience is the essential prere- 
quisite for the CPA certificate is a question not easily answered. 
Opinion is divided, and we doubt that a definitive answer to 
this problem, raised by the report of the Commission on 
Standards of Education and Experience for Certified Public 
Accountants, will soon be forthcoming. Irrespective of which 
is more important we must acknowledge that both contribute 
in large measure to the making of a CPA. 


But what is the situation after one becomes a CPA? His 
experience does not stop. In fact, it is only then that an ac- 
countant’s major and most significant experience begins. Yet his 
formal education usually has come to an end unless he is one of 
the few who pursue graduate studies. Of course, CPAs con- 
tinue to read magazines, tax services and other accounting and 
tax literature, and attend technical meetings such as those con- 
ducted by our Society, in an effort to keep abreast of develop- 
ments. But this is not enough. There is need for organized 
formal education for accountants on a professional basis, This 
need was succinctly stated by the late Robert L. Kane, Jr., 
Director of Education of the AICPA, in an article appearing in 
the October 1957 issue of the JouRNAL OF ACCOUNTANCY: 


“Each professional man assumes an obligation of main- 
taining and extending his competence during his entire pro- 
fessional career. While basically that may be an individual 
responsibility, other professions have concluded that their 
organizations have an opportunity, and probably a responsibil- 
ity, to assist and encourage their members to engage in sys- 
tematic and continuous efforts to keep abreast of developments 
and expanding their knowledge and competence.” 
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The President’s Page 


Illustrative of the steps taken to advance continuing pro- 
fessional education in other professions are the regular courses 
for general practitioners and advanced courses for specialisis 
sponsored by the American Medical Association and affiliated 
organizations. Similar courses are available for dentists. The 
American Law Institute and the Practising Law Institute fur- 
nish opportunities for lawyers along the same lines. 


In our own profession tremendous progress has been made. 
The AICPA has developed a series of courses, the first of 
which was in report writing and the others in accountants’ legal 
responsibility and administration of tax practice. These courses 
have had an enthusiastic auc’ growing reception. Our own 
Society has sponsored the couises in report writing and ac- 
countants’ legal responsibility. But this is only a beginning. 
Because of the growing importance of the subject we have 
created a new committee, the Committee on Continuing Educa- 
tion, whose chairman is our distinguished past president, 
Charles H. Towns, and whose members are all deeply inter- 
ested in the field of education. This committee will explore the 
subject and will recommend to the Board methods of expand- 
ing this program in its manifold aspects. 


But as is so often the case, progress does not come merely 
from the efforts of those exercising administrative guidance. 
It is the purpose of this message to suggest that continuing 
education is the hallmark of a profession, that it is not a 
matter to be handled exclusively by committees and officers of 
the Institute and our Society, but is really the personal responsi- 
bility of every member of our profession. It is the mainspring 
of the maturity of the CPA and a measure of the stature of 
his profession. 


LEONARD PRICE, 
President 
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The Search for Accounting Principles 


By A. C. Lirtieton, C.P.A. 


The phrase “accounting principles” 
has often been used in the title of text- 
books. Yet the authors seldom have 
attempted to select and compactly phrase 
items which might then deserve that 
designation. Perhaps a text on proce- 
dures is not the proper place for such a 
presentation. Nevertheless, the search 
has been underway. If we think back 
over a period of twenty-five years (1958 
to 1933) it will be noted that a good 
deal of consideration has been given to 
the problem of verbal formulation of 
accounting principles. It should be of 
interest therefore briefly to note the 
present status of this aspect of account- 
ing theory in evolution. 

Dictionary definitions usually tend to 
emphasize the distinctions between 
several uses of the word “principle.” 
For present purposes however it may 
be more useful to try to indicate the 
essence of the word in its accounting 
context. We may choose to consider ac- 
counting principles simply as important 





A. C. LirtLteton, Ph.D., C.P.A., is 
Professor (Emeritus) of Accounting, 
University of Illinois. He is the author 
of “Structure of Accounting Theory” 
and co-author of “Introduction to Cor- 
porate Accounting Standards,” and has 
written extensively in the fields of ac- 
counting theory and history. 

Dr. Littleton is a member of the 
American Institute of CPAs, a past 
president of the American Accounting 
Association and former editor of THE 
Accountine REVIEW. 
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accounting ideas that have been more 
or less compactly verbalized for conven- 
ient use. The usefulness of such mater- 
ial would be two-fold: (1) to serve as 
guideposts for extension of accounting 
knowledge and deepening understanding 
of this area, and (2) to serve as spring- 
boards for thinking toward appropriate 
accounting actions. 


Materials on Accounting Principles 


At the present time much of the ma- 
terial on accounting principles, exclu- 
sive of a considerable output of articles 
in the periodicals, is available in rather 
compact form in a few sources. 

The American Institute of Certified 
Public Accountants has issued Account- 
ing Research Bulletin (ARB) No. 43 
which rearranges the research work of 
relevant Institute committees (1933- 
1953) into a compact restatement of the 
considered views of the committees on a 
variety of topics. Five Bulletins (num- 
bered through 48) were subsequently 
issued. Other Institute research com- 
mittees in this period also have pro- 
duced significant materials not directly 
concerned with accounting principles 
as such. Mention should be made espe- 
cially of the work on audit standards 
and technical auditing procedures and 
programming. 

The American Accounting Associa- 
tion’s recent pamphlet presents the latest 
report (1957) of the committee on ac- 
counting concepts and standards and 
compactly restates the essence of certain 
of the views of several preceding com- 
mittees. Also included are reprints of 
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earlier reports: 1936, 1941, 1948, and 
eight supplementary statements amplify- 
ing the 1948 report. The complete title 
of this pamphlet is “Accounting and 
Reporting Standards For Corporate 
Financial Statements and Preceding 
Statements and Supplements.” Associa- 
tion Monograph No. 3 (“An Introduc- 
tion to Corporate Accounting Standards” 
by W. A. Paton and A. C. Littleton; 
1940) is essentially an elaboration, by 
the authors, of the ideology compactly 
embodied in the 1936 committee’s 
“Tentative Statement of Accounting 
Principles.” Before each chapter, brief 
“headlines” highlight many of the 
points made therein. In Association 
Monograph No. 5 (“Structure of Ac- 
counting Theory” by A. C. Littleton; 
1953), the author undertakes, in chap- 
ters 9, 10 and 11, to formulate a num- 
ber of principles, each of which asso- 
ciates some aim or objective of account- 
ing with a well-known means of attain- 
ing the indicated objective. 

It is clear therefore that both organ- 
izations have been interested in account- 
ing principles, although from different 
points of view. The publications of the 
professional accountants (The AICPA) 
present the considered judgments of ex- 
perienced practitioners regarding pre- 
ferred practices in connection with situ- 
ations met in professional experience. 
The publications of the accounting 
teachers (The AAA) present the at- 
tempts by committees and the mono- 
graph authors, guided primarily by con- 
sideration of the accumulated literature, 
compactly to express the ideological es- 
sence beneath the whole of accountancy. 

This section of the literature indicates 
some of the reactions of thoughtful men 
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to their times. In order to point up the 
fact that ideas usually have a definite 


relativity to contemporary circum. 
stances, brief consideration should be 
given first to some aspects of relevant 
background. 


The Historical Background 


Most of the 1920’s was marked by an 
upward spiral of activities and _ prices 
which culminated in a strong speculative 
movement, especially in the stock mar- 
ket. In October 1929 came the collapse; 
the depressed decade of the 1930's fol- 
lowed. In the post-war decade following 
1946, a persistent inflation of prices 
raised anew the specter of a_ possible 
duplication of the late 1920’s. Along 
with this development appeared a divi- 
sion of opinion as to whether existing 
aspects of a managed economy were 
responsible, or whether economic plan- 
ning by the central government was the 
way to prevent another boom and col- 
lapse. The conditions so briefly sug- 
gested here represent two screens, stand- 
ing nearly a generation apart, against 
which to project some of the reactions 
which stimulated research in the formu- 
lation of accounting principles. 

Slowly during the earlier period, dis- 
satisfaction grew in the minds of many 
informed people regarding the appraisal 
of fixed assets and the related treatment 
of surplus in those booming years. Cer- 
tain deficiencies in the dividend base as 
stated in some corporation statutes were 
a matter of contemporary concern, par- 
ticularly where issues of no-par stock 
were permitted and where the asset ap- 
preciation credit had not been clearly 
excluded from surplus available for 
cash dividends.* 


* Writing of the evolutionary development of audit certificates, George Cochrane makes 
this point regarding reactions to the stock market crash of 1929: “Demands arose from the 
public, professional and layman alike, that methods be formulated which would avoid the rep- 
etition of the misleading financial reporting practices of the past years.” (The New York Cer- 
tified Public Accountant, May 1951 at p. 321, reprinted from The Accountant of Nov. 4, 1950.) 
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A few accounting articles and com- 
mittee reports in 1930, 1931 and 1932 
already reflected a growing concern. 
Soon thereafter the impact of recent 
observation and experience began to 
produce more specific actions. Two of 
these are particularly relevant here—the 
Securities and Exchange legislation and 
the publication at about the same time 
of correspondence between a committee 
of the American Institute of Accountants 
and officers of the New York Stock 
Exchange. 

A significant feature of this new 
legislation was the optional authority 
sranted the new commission to issue 
regulations affecting corporation ac- 
counts and financial statements. Two 
significant features of the published 
correspondence were (1) new wording 
for audit certificates (including use of 
the phrase “generally accepted principles 
of accounting”), and (2) formulation 
of five rules (reprinted on pages 11 and 
12 of ARB No. 43) designed to narrow 
permissible charges and credits to sur- 
plus, thus collaterally pointing up the 
major significance of the income state- 
ment. 


Two of these rules strongly reflect the 
influence of some of the background 
conditions mentioned above. “Unreal- 
ized profit should not be credited to 
income account . . . [even by indirect 
means|.”” “Capital surplus, however 
created, should not be used to relieve 
the income account . . . of charges which 
would otherwise fall to be made there- 
against.” If the practices here frowned 
upon were freely open to use, company 
management could slyly influence up- 
ward the company’s reported net income 
and/or the figure for surplus apparently 
available for dividends. The stand 
taken by the profession of public ac- 
counting and the New York Stock 
Exchange on these points is clear in- 
dication of recognition that the public 
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interest was involved in __ financial 
reporting. 

In retrospect it is evident that these 
events and these actions laid down a 
ground work for the subsequent develop- 
ment of a literature dealing with ac- 
counting principles. The pages which 
follow here will present, as far as space 
permits, some indications of the nature 
of the principles which have been sug- 
gested and something of the similarities 
and differences in the points of view 
expressed in the literature referred to 
above. 

The ideas expressed in the first two 


rules stated by the Institute in 1933 are 
also reflected in the Association’s 1936 
statement, under item 17 — “Neither 
paid-in surplus nor surplus reserves 
should be availed of for the absorption 
of losses . . .” In neighboring para- 
graphs the content of the paid-in sur- 
plus and earned surplus accounts is de- 
scribed. In Monograph 3 (1940) on 
page 112, is this statement—“There is 
serious objection . . . to the practice of 
absorbing sweeping and arbitrary 
writedowns to property accounts through 
capital account, directly or indirectly, 
particularly if the principal purpose is 
the reduction of operating charges and 
the making of a more favorable income 
showing in subsequent periods.” On 
page 114, the following—“. . . no losses 
can be so absorbed [into capital ac- 
counts] in the presence of earned sur- 


plus.” 


Accounting Concepts 


The literature on principles from the 
Institute and from the Association each 
include several items not presented by 
the other group. The 1957 revision by 
the Association committee includes a 
section entitled “Underlying Concepts” 
and subsections explain “business en- 
tity,” “enterprise continuity,” “money 
measurement,” and “realization.” These 
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items are presented as basic ideas lying 
beneath the conventions, derived from 
practical experience, which give form 
and substance to enterprise financial 
statements. Monograph 3, chapter 2, 
also presents most of these concepts and 
includes in addition, “costs attach,” 
“effort and accomplishment,” “verifi- 
able, objective evidence.”* 

In Monograph 5 (1953) chapter 11, 
ten of the twenty-three items there for- 
mulated into accounting principles were 
included under the conviction that the 
principles of double entry bookkeeping 
form a part of the principles of ac- 
counting. These ten items are related 
“to such matters as truthful distinc- 
tions between categories, truthful trans- 
lation of enterprise events into account 
data, truthful classification of account 
data into suitable account-categories.” 
(p. 194.) 

It is perhaps significant of the neces- 
sary and useful differences in the points 
of view of practitioners and teachers 
that the literature from the latter, but not 
of the former, includes sections which 
try to verbalize underlying concepts and 
to relate the technical features of book- 
keeping to the structure (accounting) 
which has been erected on that founda- 
tion. The reverse is also natural; some 
sections of ARB No. 43 deal with mat- 
ters not found in the Association state- 
ments: government contracts and _ for- 
eign exchange, are examples; items 
given a more extensive treatment include 
taxes, pensions, stock options, lease dis- 
closure, etc. 

The reiative amount of space given 
to specific topics is not an indication of 
relative importance. Yet this would per- 
haps indicate the areas of greatest con- 
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temporary interest or items of consider. 
able complexity. In the Accounting Re. 
search Bulletins, greatest interest cen- 
ters in financial statements and depre- 
ciation; together they count for an esti- 
mated 51 per cent of the space: depre- 
ciation 10 per cent, capital accounts 18, 
balance sheet 23 (current assets, par- 
ticularly inventory, constitute approxi- 
mately one-half of this last item). As a 
convenient though incomplete test of 
topic space, the more detailed presenta- 
tion made in the Association’s eight 
statements supplementing the 1948 re- 
vision show the following distribution: 
Impact of price level change, 43 per 
cent, about equally divided between in- 
ventory and financial statements in gen- 
eral; another 11 per cent is divided he- 
tween disclosures, consolidated  state- 
ments and retained income. Together, 
these subdivisions account for approxi- 
mately 54 per cent of the space. 

It is clear that the results from the 
research deliberations of committees 
oi the respective organizations admira- 
bly supplement each other. This is a 
desirable development. And it is already 
evident that publications such as these 
make for better informed professional 
accountants and better prepared ac- 
counting graduates from the schools of 
business. 


Influence of Conditions 


The remaining pages of this article 
will be devoted to a consideration of the 
ideology presented in these reports rela- 
tive to the impact of price level change 
because this complex subject epitomizes 
the difficulties inherent in the search for 
accounting principles. The influence of 


*In that chapter’s conclusion is this thought: “The fundamental concepts or propositions 


of accounting ... 


are in themselves assumptions in considerable measure . . 


.’ The present 


writer is beginning to wonder whether most, if not all, of the accounting ideas usually labeled 
“assumptions” would be more closely described as “the better choices among alternatives.” 
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The Search for Accounting Principles 


contemporary conditions* upon the 
formulation of accounting principles is 
clearly evident throughout this litera- 
ture. And naturally so, for men cannot 
escape the impact of their surroundings; 
and their reactions not infrequently in- 
dicate a desire, perhaps a determination, 
that the future should be different. We 
need therefore to look beneath the word- 
ing of “principles.” 

As previously suggested, the five rules 
formulated in 1933 by an Institute com- 
mittee clearly reflect reaction to certain 
earlier financial practices which subse- 
quent events showed were in need of 
abatement. Reactions thus stimulated, 
continued. In 1940 (ARB No. 43, Chap- 
ter 9, Sec. A), depreciation on appre- 
ciation was considered with the result 
that a certain course of action was rec- 
ommended as expressing a generally ac- 
cepted accounting principle: When ap- 
preciation has been entered on the books 
“income should be charged with depre- 
ciation computed on the written-up 
amounts.” Three members of the com- 
mittee, while assenting generally, be- 
lieved the opinion should also indicate 
“that property valuation 
should become a permanent credit item, 
not available for subsequent transfer to 
earned surplus as realized through de- 
preciation or sale.” 


increase in 


Associated with these pronouncements 
in significance and in originating im- 
pulse was the Institute’s work in de- 
fining earned surplus. These activities 
appeared at a time when state legisla- 


tures, which had also become aware of 
undesirable financial practices of the 
era, were amending the corporation stat- 
utes in order to clarify the statement re- 
garding the cash dividend base, espe- 
cially as to excluding appraisal surplus. 


Action and Reaction 

Apparently, physical science is not 
the only area in which action can pro- 
duce reaction. The above is a case in 
point. And it is not unreasonable to 
consider the Association’s brief “tenta- 
tive statement” of 1936 also as a re- 
search reaction to prior conditions and 
practices. Perhaps the same could be 
said for Monograph 3 (1940), although 
both items undoubtedly were in con- 
siderable measure inspired by the de- 
cision in the Institute to associate cer- 
tification with generally accepted prin- 
ciples. ** 

The Association’s pamphlet of 1957 
reflects the first committee’s reaction as 
of 1936 (p. 61). “If values other than 
unamortized costs are to be quoted, they 
should be expressed in financial state- 
ments only as collateral notations for 
informative purposes.” “Present pro- 
cedure is unsatisfactory in that it per- 
mits periodic revaluation of assets, up 
or down, in accordance with current 
price levels and expected business de- 
velopments.” 

In the reprint of the 1941 revision, 
the developing ideology appears again: 
“Values other than costs applicable to 
future periods should be treated in bal- 


*In referring to the changes which have taken place over the past twenty-five years in 





American auditing, George Cochrane wrote (in the article referred to above): “The changes 
... have been designated largely by concrete economic circumstances, intermixed with impor- 
tant ethical conditions flowing out of changing ideas about managerial responsibilities to the 
public.” 

** The same article by George Cochrane (at p. 320) outlines the events leading up to the 
new form of certificate. The primary importance of the income statement was indicated in the 
Institute’s bulletin of 1929 on audit procedure. In September 1932, an Institute letter to the 
Committee on Stock List of the New York Stock Exchange repeated that view of the income 
statement and urged the desirability of broad recognition by corporations “of certain broad 
and generally accepted principles of accounting . . .” (p. 322.) 
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ance sheets as supplementary data . . .” 


(p. 54.) “Appreciation or enhancement 
resulting from changing market prices 
of existing units of property does not 
represent realized revenue.” (p. 55.) 

These ideas came largely as reactions 
to asset write-up and write-down which 
were so often observed in the 1920's 
and 1930’s. A more recent era has also 
witnessed reaction to contemporary con- 
ditions. That era includes the significant 
fact of a post-war inflation. One reac- 
tion to inflation brought assertions of 
unreality in accounting computations of 
enterprise net income. The consequent 
reaction of accountants is related to an 
idea inherent in this criticism, namely, 
that the asserted unreality could be 
avoided if depreciation expense were ad- 
justed to represent the current purchas- 
ing power of the dollar. The series of 
statements by Association committees 
from 1936 to 1957 gives some insight 
into the evolution of antecedent ideas 
over a period of time. 


Association Statements 


In the 1936 and 1941 reports these 
comments appear: “A history of cost 
and cost amortization (being a consist- 
ent record of actual occurrences mea- 
sured according to an intelligible for- 
mula) constitutes an essential starting 
point in financial interpretation.” (pp. 
62, 54.) “An extreme (marked) change 
in the value of money might vitiate 
(impair) the usefulness of cost records 
. ..” but price level changes in the last 
half century “have afforded insufficient 
reasons for (repeated) adjustment of 
asset values.” (pp. 61, 54; parenthet- 
ical wording represents changes in the 
1941 statement. ) 

In the 1948 report, these expressions 
of accounting ideology were further 
clarified by expanding the phraseology. 
“There should be no departure from 
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the cost basis to reflect the assets of an 
enterprise at amounts higher than un- 
assigned costs.” There still is need for 
“a historical record in terms of the 
consistent, objective basis of cost.” In 
a footnote (p. 14) repeating earlier 
phrases about marked changes in the 
value of money, the term “recent years” 
is substituted for “the last half century.” 
Added is this sentence: “Accounting 
concepts and standards appropriate for 
the reflection of a drastic and perma- 
nent change in prices would need to 
be developed in the event of such a 
change.” 


Between the 1948 statement and the 
1957 statement, a decade of expanded 
research study produced eight “supple- 
mentary statements,” two of which are 
related to the theme of price level 
change. The essence of these has been 
extracted by the latest committee and 
included in the more compact statement 
of 1957. A few relevant extracts will 
reflect the present state of this section of 
accounting principles. 

From the 1957 report: “Nor can it 
be assumed that price is necessarily a 
final and thoroughly objective measure 
of value . . . Despite these limitations. 
price is a least indicative of value at 
time of exchange, and as such is a great 
aid in the quantification of business 
data for accounting purposes.” (p 3.) 
“Adjusting for price level change, for 
instance, can be made meaningful only 
when the underlying asset amount is 
objectively stated.” (p. 5.) As to inter- 
period and intercompany comparability: 
“. . . the principle barriers . . . are 
distortions resulting from price fluctua- 
tions and variations in accounting 
methods.” “Uniformity of accounting 
method is neither expected nor neces- 
sarily desirable, but reasonable com- 
parability of reported data is essential.” 
“_ . . supplementary data would be help- 
ful in evaluating the significance of 
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price fluctuations in the interpretation of 
financial reports of the particular enter- 
prise.” (p. 9.) 

A few items must suffice to sample 
the ideology reflected in the supple- 
mentary statements, using for that pur- 
pose Supplementary Statement No. 2 
(1951) dealing with price level changes 
and financial statements. 

“No specific objective method of 
measurement and adjustment applicable 
to all situations has been devised and 
widely accepted .. .” (p. 24.) for esti- 
mating and disclosing the effect of price 
level change upon a given business en- 
terprise. “In periodic reports to stock- 
holders, the primary financial state- 
ments, prepared by management and 
verified by an independent accountant, 
should, at the present state of accounting 
development, continue to reflect histor- 
ical dollar costs.” (p. 24.) A final item 
from Supplementary Statement No. 8 
(1954) dealing with disclosure. There 
is need for “. . . a reemphasis of the 
complexity of price-level effects and the 
difficulty encountered by highly skilled 
analysts in coping effectively with them 
unless granted full access to the under- 
lying corporate records. Analysis of 
these pervasive effects must, for all prac- 
tical purposes, be accomplished within 
the reporting company.” (p. 50.) 


Institute Views 


Research committees sponsored by the 
American Institute of CPAs also have 
studied the impact on accounting of ris- 
ing price levels. A large committee 
(composed of accountants, businessmen, 
economists, accounting teachers) was 
organized in 1948 and spent several 
years considering some of the problems 
which economic conditions were creat- 
ing. The results of their deliberations 
were published in 1952 in the book, 
Changing Concepts of Business Income. 

The Committee on Accounting Proce- 
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dure in 1947 issued ARB No. 33, “De- 
preciation and High Costs.” Succeeding 
committees reaffirmed the prior opinion 
in 1948 (ARB No. 43 p. 69) and in 
1953 (ARB No. 43 p. 67) expressed 
“approval of the basic conclusions,” and 
placed the subject “on its agenda for 
further study.” In support of ARB No. 
33, the essence of the majority view in 
committee was that responsibility de- 
volves upon company management 
rather than on the professional account- 
ant in the matter of reporting on the 
impact of price level change. Manage- 
ment should meet the immediate prob- 
lem, (1) by taking into consideration, 
when formulating operating and finan- 
cial policy, the probability of higher re- 
placement cost of plant, (2) by prepar- 
ing to meet higher replacement cost 
through annual appropriations out of 
net profit or surplus, and (3) by use 
of supplementary financial schedules, 
explanations and footnotes to explain 
the need for retaining funds out of earn- 
ings to help cover higher replacement 
costs. 

By their contrasting views, six dis- 
senting committee members pose the 
issue which lies within this particular 
problem. They believe (1) that accepted 
accounting practices should comprehend 
“financial statements . . . designed to 
reflect those concepts of cost and net 
income .. .” which are implied in the 
above recommendations to management, 
and (2) that in addition to historical 
depreciation “a supplementary annual 
charge to income should be permitted, 
with corresponding credit to an account 
for property replacement and substitu- 
tions...” (ARB No. 43, pp. 70, 71.) 

A few items from the larger commit- 
tee’s report will serve to epitomize the 
views of the majority of its members. 

For measuring costs to be deducted 
from revenues “the choice of units of 
measurement seems to lie between mone- 
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tary units of changing purchasing power 
and units of equal purchasing power 

(Changing Concepts of Business 
Income, p. 104.) “It is believed that 
statements of business income in which 
revenue and charges against revenue 
would be stated in units of substantially 
the same purchasing power would be 
significant and useful for many purposes 
. .. For the present, it may well be that 
the primary statement of income should 
continue to be made on bases now com- 
monly accepted.” But the larger corpo- 
rations “should be encouraged to fur- 
nish information that will facilitate the 
determination of income measured in 
units of approximately equal purchasing 


(p. 105.) 


The report also includes some ideas 


power...” 


expressing dissent or comment. The 
relevant essence is suggested by the fol- 
lowing notes. 


Footnotes about price level change 
might be erroneously considered by 
some financial statement readers as 
within the scope of the auditor’s formal 
opinion. (p. 110.) Some sections of the 
committee’s conclusions imply _ that 
financial statements as now prepared are 
improper. (p. 111.) The report “does 
not give enough recognition to the sub- 
stantial arguments . . . in which adher- 
ence to historical cost is favored and 
index adjustments opposed.” (p. 117.) 
The measurement of money income is a 
“useful and necessary task;” it is im- 
portant to indicate “the difference be- 
tween historical cost and current rev- 
enue, irrespective of changes in price 
levels.” (p. 121.) 

It is unwarranted to believe that 
“financial statements based on historical 
cost . . . are inappropriate for and of 
limited value to investors.” (p. 122.) 
“Books must be kept in the established 
monetary unit. Any attempt to adjust 
the books to conform to the value of the 
monetary unit . . . will not be beneficial 


254 


The Search for Accounting Principles 





either to our business institutions or 
to our national economy.” (p. 125.) 
“The accounting process is a poor and 
helplessly inadequate tool to deal effec. 
tively with the economic evils of inflation 
and deflation. In fact, the application 
of this tool in the manner suggested in 
certain parts of the report would be 
harmful rather than helpful.” (p. 127.) 
“An important result will have been 
achieved if the report leads to more 
general acceptance of the view that bus- 
iness income has two components which 
are separable and possess different sig- 


.” (p. 139.) 


nificances . . 


Relativity of Ideas 


The items herein selected to epitomize 
the search for accounting principles can 
reflect only a small part of the research 
studies of these two accounting organiza- 
tions. Yet it may be that enough ma- 
terial has been presented to demonstrate 
the relativity of ideas to contemporary 
circumstances. 

In the 1920’s and the 1930's, eco- 
nomic boom and economic depression 
produced widespread repercussions; ac- 
countants, among others, were brought 
to consider anew some of the prior 
views. In the decade just past, during 
the years of post-war “creeping infla- 
tion,” the impact of conditions has again 
stimulated thought about accounting 
ideas and methods. The sequel to that 
decade is still hidden; and the present 
and near future is still of deep concern 
to all segments of the nation. Account- 
ants could not ignore the situation pre- 
sented to view. But representing only 
a small segment as they do, accountants 
could contribute, at best, but little power 
toward modifying the forces producing 
the clearly evident results. Yet their dis- 
cussions and publications may have 
served in some measure to help alert the 
people of the nation to continuing con- 
ditions. At the very least, accountants 
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have probably learned a good deal re- Economics and Accounting 


cently about modern economic ideas; 
and, no doubt, economists were in 
position to learn something about the 
limitations under which accountants 
render service to society. Perhaps the 
greatest good lies right there; increased 
mutual understanding, like the usual 
business transaction, is advantageous to 
both parties. 

Beneath issues posed in this recent 
literature lie some fundamental differ- 
ences in concepts and in basic metho- 
dology. Clearly it would be most diffi- 
cult indeed to justify a basic modifica- 
tion of account technology (which uses 
invested costs of transactions that are 
directly relevant to a given business en- 
terprise) in favor of adopting into ac- 
count-keeping certain aspects of statis- 
tical technology (which makes use of 
averages, trends, price index series) 
that are so definitely suited to econo- 
mists’ use as to be indisputable in eco- 
nomic analysis. 


Moreover, two different types of com- 
munication are involved. Reports re- 
flecting invested costs standing under 
management’s responsibility, and at the 
same time reflecting results of manage- 
ment’s decisions, cannot be abandoned 
or strongly modified without risking 
greater confusion than now prevails. 
Economic analysis is so often prompted 
by a desire to search deeply for evidence 
of causation beneath observed changes 
in economic data, and the search is so 
complex, that every technique is ac- 
ceptable which will help to separate 
mixed causes. Index series of price 
averages, where applied to raw statis- 
tical data about the nation’s economic 
activities, modifies those data into re- 
siduals which can be considered as 
quantitative expressions of physical 
movement of goods and services that 
could not be measured directly. This 
has obvious interpretative usefulness. 
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A fundamental difference between 
economics and accountancy becomes 
visible at this point, and it seems to 
account for the essence of the indicated 
results of accounting research discus- 
sions in the area here considered. 


Accountants are convinced that their 
technology should hold fast to directly 
measurable, objectively determined, 
clearly reviewable data which are in- 
escapably associated with the enterprise 
concerned. Whatever conclusions they 
may formulate into principles will be 
found tied into this conviction. 


Many significant aspects of business 
do not come within the indicated range 
of accounting technology and should be 
examined by other techniques than those 
of accountancy. Exploring only one 
avenue of analysis is not likely to lead 
to the best decisions. A management 
problem examined by differing tech- 
niques will very likely come to be seen 
as presenting a choice among alterna- 
tives. Neither one technology nor sev- 
eral can offer help beyond this point on 
the road to managerial decisions. 


If the attempt should be made to ex- 
tract from this part of recent accounting 
literature a single principle dealing with 
the central issue, it probably should in 
some way make the point that these new 
interpretative data would be adequately 
communicated by means of schedules 
supplementary to the usual financial 
statements. 


Disclosure of the impact on an enter- 
prise of sustained price level change 
is, in this day, a moral obligation. And 
accounting principles are not unrelated 
to moral considerations. When account- 
ing had only the function of serving pri- 
vate interests, formulation of “prin- 
ciples” was not necessary; good tech- 
nique was enough to make accounting 
objective and accurate for management’s 
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use. 


And a simple decision by a pro- 
prietor or a change of partners could 
directly lead to a restatement of finan- 
cial position. 

A century ago in England, the early 
series of Company Acts gave clear evi- 
dence that accountancy could also serve 
the public interest. And during the last 
twenty-five years in the United States, 
the doctrine of full disclosure in finan- 
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cial statements has arisen because the 
public interest is deeply involved in cor. 
poration affairs. Supplementary sched- 
ules reflecting financial statement data 
as adjusted by application of some price 
index series can be an effective instru- 
ment in support of full disclosure, and 
thus can adequately serve the public 
interest within the framework of ac- 
countancy’s limitations. 


Notes to Financial Statements 


THERE HAS BEEN an increasing tendency to amplify, through the use of 
notes, the wording in financial statements presented to shareholders, inves- 


tors, regulatory bodies and to the public generally. . 


. . There are those 


who hold the view that notes can be overdone and that pertinent important 
information may sink into obscurity when surrounded by extensive notes 
on matters not of importance to the average reader. Others, however, wish 
to make available, for the benefit of financial analysts, more than the mini- 
mum requirements and find that the use of notes is a satisfactory medium. 

Notes are supplementary to, although an integral part of, financial 
statements. This premise brings under review the content of the note and 


the question whether the proper place for disclosure of a material fact is 
on ‘he face of the statement or by way of an explanatory note. Basically, 
it .ould appear that the wording on the face of the statement should be 


as complete as possible to convey to the casual reader the full import of 
the statements, while the financial analyst will be free to pursue the matter 
in the appended notes, although, in some cases, the use of notes may 
remove the necessity for lengthy statement headings and explanations 
which would have a tendency to confuse the reader. However, the mate- 
rial facts in the main statements should be readily understood and not 
be relegated to the subordinate position of a note. 

In considering an appended note, the auditor must exercise his judg- 


ment in several respects: 


first, as to the significance of the disclosure 


itself, including its materiality in dollars in terms of the statements as a 
whole; secondly, as to whether or not the fact under review calls for a 
qualification of the opinion paragraph in the auditor’s report; thirdly, as 
to whether adequate initial disclosure has been made on the fact of the 
statements themselves; finally, whether the combined effect of statement 
wording plus the note is a fair, adequate and understandable presenta- 


tion of the fact under review. .. . 


Disclosure initially is the responsibility of management and, finally, 
of the auditor, and notes may be a useful medium to full, fair and adequate 
disclosure. However, faced with a potential qualification in the certificate, 
neither management nor the auditor can evade responsibility through a 


footnote. 


Editorial, THe CANADIAN CHAR- 
TERED ACCOUNTANT, February 1958 
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| Tax Specialization in Accounting Practice 


‘ 





By Leste Mitts, C.P.A. 


It is incumbent upon the CPA to achieve competence in tax matters 
because of the integral relationship between accounting, business trans- 


actions, and the related tax implications. 


Although tax specialization 


carries with it numerous advantages for the accounting practitioner, 
there are also offsetting disadvantages which must be considered. 


The basic implication of any discus- 
sion on the subject of specialization in 
accounting practice is that we as practic- 
ing accountants have a business and pro- 
fessional choice to make as to whether 
we should engage in a specialty. 

[ suggest that with respect to the part 
of our professional practice concerned 
with taxes, we have no real choice. The 
burden of taxation on our clients is now 
so great that we cannot pretend to serve 
as certified public accountants unless we 
in our professional organization have an 
adequate competency in tax matters. 
Obviously, if the result of our work is 
going to be an expression of opinion on 
financial accounts, we must have know}- 
edge of the adequacy of the tax provi- 
sion included in the financial state- 
ments. Even if our professional work 





Lestie Miuus, C.P.A., is a partner in the 
firm of Price Waterhouse & Co. He is 
a former chairman of our Society's Com- 
mittee on Federal Taxation. 


This article has been adapted by the 
author from a paper presented by him 
at our Society's general meeting of 
November 12, 1957, as part of a panel 
discussion on “Specialization in Ac- 
counting Practice.” 
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does not result in expressing an opinion 
on accounts, nevertheless we cannot 
avoid the obligation of understanding 
the tax implications of transactions 
which we discuss and review with our 
clients, of their business and personal 
plans and projects, and of the methods 
followed or suggested by us in keeping 
accounts. 

Thus it seems to me that it goes with- 
out saying that any public accounting 
organization, large or small, must be 
able to represent to its clients and to 
the public that one or more members 
of its organization are skilled in tax 
matters. Therefore, when we start off 
with the basis that we must in some 
degree specialize in tax matters, we see 
that the degree to which we develop 
competence in this field has very real 
advantages. 


Advantages of Specialization 


Although service to the client is the 
paramount consideration, the ensuing 
advantage is that since we are able to 
offer a service which all of our clients 
have to get from someone, we can earn 
fees from these clients. We are also able 
to protect our relations with these cli- 
ents in other fields. A firm which can- 
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not offer this essential service is always 
subject to the competitive possibility 
that the organization from whom the 
client gets these essential services may 
leave a favorable impression with our 
clients as to their ability to render other 
accounting services which we are now 
rendering. In addition, the tax field 
offers greater advantages than other 
branches of our accounting practice in 
expanding work with our present cli- 
ents. Tax practice should not consist 
merely of preparing tax returns and 
answering questions which the client 
feels are a problem to him. The more 
dynamic and the more profitable part 
of tax practice consists of anticipating 
and discussing problems and _ possible 
solutions with clients before the client 
has become aware that the problems 
exist. 

Competence in tax matters is also a 
prime source of getting new clients, 
since a client is more likely to remem- 
ber and tell his friends about a good 
job done in tax matters than in some 
other parts of our professional practice. 
Also, the results of good tax service are 
more readily apparent and stay in the 
memory longer than is the case with 
other types of accounting advice which 
might well be of equal or greater im- 
portance to the client as a_ business 


matter. 


Offsetting Disadvantages 


These advantages also suggest the 
offsetting disadvantages. Since good 
performance in tax practice will bring 
the advantages of recognition and in- 
creased business, a poor performance 
can bring the quick results of a loss 
of a client in all parts of our service, 
not only of tax practice. If we do a 
poor job on a tax matter, the client is 
not likely to say that he will seek some- 
one else’s advice in the future on taxes. 
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He is more likely than not to seck an. 
other professional practitioner to do all 
of his work, tax and other accounting, 

I am not sure whether I should ip. 
clude as a disadvantage the hard work 
involved, but it certainly must be ree. 
ognized. The amount of reading and 
study and research necessary to main. 
tain even an average level of compe- 
tence in tax matters is of course stag- 
gering. A tax man cannot properly 
serve his clients unless he keeps up with 
all tax developments currently. He can- 
not wait until the problem arises and 
then decide he can find the answer. 
Whatever material he chooses to use to 
keep currently abreast of tax matters, 
and I propose later to discuss that 
briefly, he must do it currently and if 
he has any idea of taking a month’s 
vacation he must either arrange to have 
this material follow him on the vaca- 
tion, or recognize that when he returns 
he must set aside an adequate amount 
of time to catch up on what happened 
while he was away. 

This brings me to the problem of 
specializing in the tax field itself. Such 
specialization can be by industry, cov- 
ering all the tax problems peculiar to 
that industry, or in areas of tax prac- 
tice such as compensation problems. 
The course followed, and the opportu- 
nities, will of course depend somewhat 
on the nature of the practice developed 
in other fields of accounting. 

Developments along these lines have 
the same advantages and in fact in some 
degree the same obligations that I have 
noted on the general problem of acquir- 
ing competence in tax practice. How- 
ever there is a real danger to the ac: 
countant as a professional man in over- 
specializing. One disadvantage, of 
course, is imposed by the calendar and 
the clock, in that success in becoming 
much more than usually competent in 
a particular field of tax practice almost 
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inevitably means that one cannot main- 
tain the necessary level of understand- 
ing and competence in other branches 
of tax accounting, as well as other parts 
of our professional responsibility. There 
is also a real danger in representing 
to clients and the public that we are 
specialists in certain branches of tax 
accounting, unless we have someone in 
our organization who truly can be so 
characterized. It is both a business dan- 
ger and a violation of our professional 
responsibilities to represent to the client 
that we are able to serve him in any 
field, specialized or not, unless we are 
truly so qualified. 


Education and Experience 


With that background, the next mat- 
ter to consider is how one becomes a 
specialist in the income tax field. Rec- 
ognition and competence as a tax ac- 
countant is, perhaps more than in other 
branches of our professional work, a 
combination of education and experi- 
ence, and my personal belief is that 
experience is the more important of the 
two qualifications. 


I have had some personal exposure 
to the matter of formal education at the 
undergraduate and graduate level and, 
by and large, I believe that while it 
performs a useful function it does not 
do an entirely satisfactory job. One dif- 
ficulty is that, in my opinion, a tax 
accountant must first be an educated 
and experienced accountant and audi- 
tor. I do not believe that it is very 
eflective to try to teach income tax prac- 
tice from a practical viewpoint to people 
who are at the same time studying the 
basic problems of accounting and au- 
diting. I do not mean to belittle the 
advantage gained at the university level 
of an education in the general principles 
and the schematic arrangement of the 
tax law. However, it is experience in 
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accounting, business matters, and in tax 
practice which makes the qualified tax 
accountant, and this experience can 
only be obtained in professional prac- 
tice or in some equivalent activity. 

The next step to specialization in a 
particular field in income taxation mere- 
ly requires further extension of the 
education and experience to the field in 
which it is desired to specialize. Experi- 
ence of course to most of us means 
experience with actual clients’ problems. 
However, one of the most valuable ways 
of obtaining information and experience 
in any special field is participation in 
the work of professional and business 
organizations. While in the State Society 
and in national accounting organiza- 
tions, the federal tax committee is nor- 
mally one of the hardest working of the 
committees, by and large the members 
are well paid for their work in that they 
learn so much about problems which 
they may not have met or recognized 
in their current practice, thus becoming 
well qualified to extend their opportuni- 
ties for service. Such work also gives 
the participating member an acquaint- 
ance with his fellow tax accountants 
which can prove invaluable in his own 
practice. Similar benefits can be obtained 
from activities in lecturing and teaching 
tax subjects in local educational insti- 
tutions, and, of course, before profes- 
sional and business groups. I cannot 
overemphasize the value of this work to 
the participant; moreover, it is satisfy- 
ing to be able to get something yourself 
out of work which is of value to our 
fellow practitioners. 

I indicated before that the matter of 
study and education is continuous and 
can never be stopped. As the tax law 
becomes more complicated, the volume 
of material available becomes greater. 
It is now a physical impossibility for a 
tax practitioner to read even casually all 
of the material available, and one of the 
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basic decisions which must be made is 
to restrict the study material so that 
justice can be done to that covered. A 
good minimum policy to follow would 
be to read carefully the periodic releases 
by a standard tax service, and, in addi- 
tion, to review as issued the releases of 
a service or publication which gives edi- 
torial comment on current tax develop- 
ments. From then on, it is a matter of 
judgment and availability of time which 
will determine the selection to be made 
of the many weeklies and monthlies and 
other publications which will deluge any 
of us once we become identified in the 
publishing business as a market for tax 


literature. 


Professional Responsibilities 


With respect to professional problems, 
we have to consider our responsibility 
to ourselves and to our profession, to 
our clients and to the government, and 
our relations with members of the Bar 
in the common field of tax practice. 

Our responsibility to ourselves and 
to our profession is simply to maintain 
the high standards which make the CPA 
profession a mainstay of the business 
community. When coupled with the 
obligations which we undertake by be- 
coming enrolled agents of the Treasury 
Department, this means that we must 
maintain in our tax accounting practice 
the high standards of ethics and morality 
which we maintain in all other parts of 
our accounting practice. Thus, while 
we do not become representatives of the 
government as advocates to collect reve- 
nues, nevertheless we must not know- 
ingly become a party to any misrepre- 
sentation of material facts when appear- 
ing for clients before officials of the 
Treasury Department, or in the prepara- 
tion of material to be submitted to the 
Department. 

Another professional problem, which 
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has long been before us to a greater 
degree than in other branches of our 
accounting practice, concerns our rela. 
tionship with the Bar. This is obviously 
not the forum to go into this complex 
and difficult problem, except to state, as 
I have already tried to indicate, that the 
successful accountant specializing in tax 
practice, or in any branch of tax prac. 
tice, must always be an accountant first 
and foremost. This is so not only because 
tax practice is a part of accounting 
practice, but also and more importantly 
because, in my opinion, a specialist in 
tax accounting will not be successful 
unless he is first an accountant and 
unless he continues to keep abreast of 
accounting developments. The Internal 
Revenue Code is still basically a docu- 
ment on accounting at least so far as 
business income is concerned, and since 
business income is a result of continuing 
transactions, the accountant unlike many 
practicing tax attorneys has the advan- 
tage of being, through this accounting 
work, in continual touch and contact 
with the business transactions which 
generate the income. Thus, so long as 
the tax accountant approaches his spe- 
cialty from the viewpoint and with the 
experience of the practicing public ac- 
countant, he will be able to maintain his 
position in the taxation field. 


This discussion naturally leads to the 
question as to whether an accounting 
organization consisting of one person 
can render adequate tax service or serv: 
ice in other specialized fields. In some 
degree I believe that it is not practi- 
cable for an individual to represent him- 
self as being able to render adequate 
service to business clients in all phases 
of accounting including taxation. There 
is just not enough time to secure the 
necessary education and _ information 
and to keep abreast of all of the rapid 
developments in the entire broad ac- 
counting field. However, this is not to 
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eater say that the larger the organization the work rendered for him in tax matters 
our better the service which can be rendered are coming from the man with whom 
rela- in the specialties. Unlike other branches _ he has direct contact. 

sly of accounting, it is not often possible Thus on balance I would say that to 
iplex. } to delegate much tax work to less experi- be successful, a public accounting or- 
e.as | enced men; that is, it is not often pos- ganization should have at least one man 
it the sible to break the work down so that whose primary assignment it is to func- 
n tax | the major part of it is done by such less tion as a specialist on income tax mat- 
prac- | experienced men. Even in the largest ters. If the organization specializes in 
first | national organizations, it is necessary an industry, or in a type of tax practice, 


cause | to have a well-rounded tax man in each_ that man will naturally become a spe- 
nting {| office however small. After all, the client cialist in that sub-specialty. However, 
antly knows that, subject to direction and beyond that stage, the advantages while 
ist in information from the organization as a_ they grow with size do not grow in the 
ossful whole, the advice he is getting and the same ratio. 








and 
ist. of 
rernal | 
docu- 
ar as A National Statement of Moneyflows 

— Sources and disposition of funds statements are a comparatively recent 
oe | development in accounting. Such statements show whence resources have 
meny | been derived and in what directions they have been applied. Thus an in- 
dvan- | crease in fixed assets may be expressed in terms of resources used—like, 
inting for instance, an equivalent decrease in cash, or a combined decrease in 
ontact cash and increase in sundry creditors and so on. 
which In the case of an individual company such a statement gives informa- 
ng as tion as to the methods which the company has used to finance itself during 
S$ spe: a period. If we combine the source and disposition of funds statements 
th the of all households and enterprises in the economy we get information as to 
Si sa the methods of finance for the whole community. Such national state- 
so hi ments of sources and disposition of funds have been named flow-of-funds 
an | or money flow accounts, 

The interesting point about national moneyflow accounts is that the 
to the | growth of financial liabilities and assets in any one firm or industry must 
inting be reflected in a corresponding growth of financial assets or liabilities 
person in other firms or industries. What is the financial liability of one firm 
- serve | must be the financial asset of another firm or individual household. And 
parts since money is nothing else but the sight liabilities of the banking system, 

ir a national moneyflow account will show how increased money-hoards 
practt- j in the hands of individuals or business are reflected in increased liabilities 
t him- of the banking system. A national moneyflow account will show how 
equale one branch of the economy has financed another branch and it will throw 
phases a light on Government finance as well. 

There ’ ; 

W. Rosenserc, “A National Statement of 

re the _ 

: Moneyflows,” THe AccounTANTs JOURNAL 
mation [New Zealand], November 1957 
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CPA Services in Insolvency 


Trial Proceedings 


By THE HonorABLeE SHERMAN D. WARNER 


The Services of the CPA are indispensable to an impartial trial in 


insolvency proceedings. 


This article outlines the services and 


responsibilities of the accountant during the preparatory stages 


for a trial and as a trial witness. 


A referee in bankruptcy is a judicial 
officer appointed by the judges of a 
United States District Court to preside 
in a defined territory. He is a judge, 
functions as a judge, and, with two ex- 
ceptions, has all the powers of a District 
Judge over the bankruptcy proceedings 
referred to him. However, he does not 
preside at plenary trials where a jury 
is demanded, nor does he have jurisdic- 
tion over certain phases of reorganiza- 
tion proceedings reserved by statute to 


the District Judge. (B.A. Secs. 2 and 





SHERMAN D. WARNER is a Referee in 
Bankruptcy for the U. S. District Court, 
Eastern District of New York. Referee 
Warner is a member of the Committee 
of Courts and Administrative Agencies 
of the Bar Association of Nassau County 
and chairman of its Subcommittee on 
Administrative Agencies. 


This article has been adapted by Referee 
Warner from a paper presented by him 
at the November 19, 1957 technical 
meeting sponsored by our Society’s 
Committee on Insolvency and Bank- 
ruptcy Procedures. 
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38; Ch. X; G.O. 12. The exceptions 
are in Secs. 2 (15) and (16) and 41 b; 
also see Ch. X, Id.) * 

After a proceeding has been referred 
to the referee in bankruptcy, all the pro- 
ceedings or controversies therein, except 
such as are required by the Bankruptcy 
Act or the General Orders in Bank. 
ruptcy to be had before the District 
Judge, shall be had before the referee. 
(G.O. 12.) ; 

Many controversies may arise in a 
bankruptcy proceeding and their variety 
is numberless. Most of them are tried 
before the referee. There is no limit to 
the dollar amount which may be in- 
volved. For this reason such trials or 
hearings may be concerned with issues 
running from the simplest to the most 
protracted and complicated. Many of 
these trials require the assistance of the 
certified public accountant, either in the 
preparation for trial or in the role of an 
expert witness. 


* References are to the Bankruptcy Act, 
the General Orders in Bankruptcy, the 
United States District Court Rules for the 
Southern and Eastern District of New York 
and the Federal Rules of Civil Procedure. 
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CPA Services in Insolvency Trial Proceedings 


Compensation for CPA Services 


If these services are to be rendered to 
a creditor or some party other than a 
receiver, trustee, or debtor in posses- 
sion. the accountant must look to that 
employer for remuneration. However, 
if such services are to be rendered to a 
receiver, trustee, or debtor in posses- 
sion, the accountant may be compen- 
sated therefor out of the assets of the 
bankrupt’s estate or by the debtor in 
possession. But no such compensation 
may be awarded unless he is first re- 
tained upon an order of the court which 
expressly fixes the amount of compensa- 
tion or the rate thereof. (G.O. 45.) 


The application for the accountant’s 
retention is made by either the receiver, 
the trustee, or the debtor in possession, 
by verified petition which sets forth the 
need for such retention and enumerates 
the services which the accountant may 
be required to perform. This petition 
is accompanied by the affidavit of the 
accountant which shows his preliminary 
estimate of the kinds of services which 
will he required of him and the reason- 
able value thereof. (District Rule 11.) 
These applications are made to the ref- 
eree (with very few exceptions) and he 
makes the order of retention and fixes 
the maximum amount of compensation. 


After the services are rendered, the 
accountant must then apply for his com- 
pensation by verified petition which 
shows his retention, the services actually 
performed, the value thereof, and the 
amount requested. (District Rule 15.) 
In straight bankruptcy a notice of this 
application and of the hearing thereon 
is sent to creditors and other parties 
in interest. (B.A. Sec. 58 a (8).) After 
this hearing, at which objections may 
be interposed, the compensation is fixed 
by the referee within the maximum 
limit set in the order of retention. No- 
tice to creditors of such application is 
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not required in an arrangement pro- 
ceeding. 

This procedure is routine; don’t be 
fazed by it, and be assured that all ref- 
erees are competent to judge the value 
of such services and are desirous of 
awarding fair compensation. (See alsc 
U.S.C. Title 18, Ch. 9, Sec. 155; also 
B.A. Sec. 62 c and d; Secs. 77 (c) (2) 
and (12), 83 (b), 241 to 249, 337 (a), 
491 to 498; and District Rule X-19, 
which pertain to fee allowances in bank- 
ruptcies, arrangements and reorganiza- 
tions.) A somewhat similar procedure is 
followed in State Court insolvency pro- 
ceedings. 

All of this has to do with the services 
by accountants and auditors to the 
debtor in possession, or to the receiver 
or trustee. Receivers and trustees in 
bankruptcy are officers of the court. A 
retention order may not be required for 
the employment of bookkeepers or ac- 
countants who may render bookkeeping 
services on a salary basis as proper em- 
ployees of the debtor in possession or of 
the bankrupt during the continuation of 
business. 


Definitions and Basic Procedures 


It must now be apparent that the 
accountant who is to be retained, either 
in a State insolvency proceeding or in 
a proceeding under the Bankruptcy Act, 
should have an understanding of the 
kinds of services which are of particular 
value to the court, its officers, and the 
creditors who expect to receive a divi- 
dend on their claims. 

There are many questions which the 
accountant can answer for the guidance 
of the creditors and their committee, 
or the receiver, trustee, or debtor in pos- 
session. My remarks are directed to the 
CPA’s part in a trial in a Court of Bank- 
ruptcy and not to general accounting 
services in these proceedings. 
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An involuntary proceeding in bank- 
ruptey is initiated by creditors, with cer- 
tain provable claims, who file a petition 
against a person to have him adjudged 
a bankrupt. (B.A. Sec. 59.) Such per- 
son is called an involuntary bankrupt. 
(A bankrupt may be either an individ- 
ual, a partnership, and/or the individual 
partners, or a corporation. B.A. Secs. 
4 and 5.) An involuntary petition in 
bankruptcy must allege the commission 
of certain acts of bankruptcy, several of 
which are predicated upon the bank- 
rupt’s being insolvent at the time they 
were committed. (B.A. Secs. 3, 67 and 
70.) 

A corporate reorganization is initi- 
ated by the filing of a petition for that 
purpose by the corporation, or by cer- 
tain creditors, or by an indenture trus- 
tee. (B.A. Sec. 126.) A petition for 
corporate reorganization must state that 
the debtor is insolvent or unable to pay 
its debts as they mature. (B.A. Sec. 
130.) 

An answer may then be filed which 
denies the allegation of insolvency. 
(B.A. Secs. 18 b, 83 (b), 136 and 137.) 
If insolvency is denied, this issue must 
be tried. This trial is probably the first 
occasion in the proceeding where the 
accountant may be of service to the 
court. 

A person, which includes a corpora- 
tion or a partnership, shall be deemed 
insolvent within the provisions of the 
3ankruptcy Act whenever the aggregate 
of his property (with certain exclu- 
sions) shall not, at a fair valuation, be 
sufficient in amount to pay his debts. 
(B.A. Sec. 1 (19).} This is a balance 
sheet condition. Another definition of 
insolvency is used in the trial of fraud- 
ulent transfers. (B.A. Sec. 67 d (1) 
(d).) This too is a balance sheet condi- 
tion where the assets are set forth at a 
present fair saleable value. Therefore, 
the accountant, when verifying inventory 
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and other assets, has these distinctions 
to bear in mind. 


The Accountant’s Role in Trial 
Proceedings 


While it is the province of the trial 
lawyer to offer the proof of insolvency 
or inability to meet debts as they ma- 
ture, it is the accountant who verifies 
the bankrupt’s or the debtor’s financial 
condition, prepares the work sheets, and 
collates the necessary supporting docu- 
ments and records for this part of the 
trial. 

After the adjudication of bankruptcy 
or the approval of the petition for re- 
organization, the accountant may _per- 
form services pertaining to the trials of 
other controversies in the proceeding. 
There is time to mention only a few of 
these. 

Trials in insolvency proceedings may 
be held for: 


1. The recovery of preferential trans- 
fers and payments voidable under See- 
tion 60 of the Act and Section 15 of the 
New York Stock Corporation Law. 


2. The avoidance of liens, and trans- 
fers which are fraudulent under Section 
67 of the Act. 


3. The verification of the reports of 
receivers, trustees, assignees for the ben- 
efit of creditors and other agents not 
appointed in proceedings under the 
Bankruptcy Act, under Sections 2 a 
(21), 69 d and 70 a (8). 


4. The computation of set-offs and 
counterclaims with consideration for the 
mutuality of the transactions involved, 
under Sections 68 and 57 g. 


5. The recovery of assets for the ber- 
efit of the estate and the enforcement 
of rights of action under Section 70 a, 
where accounting services may be nec- 
essary. 
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6. The avoidance of usurious obliga- 
tions under Sections 70 a (6) and 70 c, 
and the defense of reclamation proceed- 
ings. 

7. The recovery of property or its 
proceeds in a turn-over proceeding, and, 
occasionally, under Section 21 1, the cost 
value of such property must be deter- 
mined. 

8. Objections to the allowance of 
claims, with emphasis upon tax claims 
and the claims of creditors who have 
acquired void or voidable liens, pref- 
erences, assignments, conveyances, etc., 
under Section 57, or who are not en- 
titled to priority under Section 64. 


9. The trial of objections to dis- 
charge under Section 14 c, and the trial 
of objections to confirmation of arrange- 
ments or reorganizations under the sev- 
eral relief chapters of the Bankruptcy 
Act. 

The accountant also may be required 
to analyze and report on inter-corporate 
transactions for many of these trials; 
and in arrangement and reorganization 
proceedings he may project the potenti- 
alities of the business in order to deter- 
mine the feasibility of. the proposed 
plan. The accountant may assist the 
debtor in possession in furnishing the 
reports required to be filed under Dis- 
trict Court Rules X-11 and XI-5. These 
reports are to inform the court, as well 
as the creditors, of the debtor’s progress 
under the proceeding. Although this 
not rendered for trial pur- 
poses, the accountant must have an ap- 
preciation of its significance, and what 
the judge or referee will look for. The 
accountant may also be required to pre- 
pare tax returns and process applica- 
tions for tax refunds, and, under Sec- 
tion 7 a (11), to prepare a detailed 
inventory showing the cost to the bank- 
tupt of his merchandise and _ other 
property. 


service is 
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He may interpret and collate the 
financial transactions of the bankrupt 
for use in the conduct of exploratory 
examinations under Section 21 a of the 
Bankruptcy Act. Such services may be 
necessary to establish the fact of a void 
or voidable transaction. When this has 
been done, a trial on the merits usually 
occurs; and a trial is seldom had which 
is not preceded by a Section 21 a exami- 
nation. 

The statutory provisions referred to 
are for the CPA’s guidance. There are 
many other provisions in the Bank- 
ruptcy Act which are important. That 
Act should be read in conjunction with 
a modern text on bankruptcy. Federal 
Rules of Civil Procedure 43 and 53 (d) 
(3), respectively, relating to Evidence 
and to Statements of Accounts are also 
important to the accountant’s work. 

Many provisions of the New York 
Debtor and Creditor Law have been 
made to conform with the Bankruptcy 
Act. This Law should also be read, and 
some familiarity with the New York 
Supreme Court rules in the New York 
Civil Practice Act regulating assignment 
proceedings will be helpful. Of course, 
other Federal and State laws, both civil 
and criminal, may apply to a trial. 


Preparation for Trial or Preliminary 
Examination 


Let us now consider how the account- 
ant should prepare for a trial, or for a 
preliminary examination of witnesses. 

He should acquaint himself with the 
issues which are framed by the plead- 
ings. He should know what allegations 
are admitted and what are denied. Al- 
legations which are admitted do not 
have to be proved. 

He should realize that pleadings may 
be amended. An amendment may change 
the nature of the proof required. His 
investigation may have suggested the 
possibility of amendment by either 
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petitioner or respondent, plaintiff or 
defendant, and in anticipation of this 
possibility his preparation may well 
be extended to be ready to meet the 
changed or additional issues. 


The evidence which he collates and 
produces must be material to the issues 
which will be tried. Remote or tenu- 
ously related transactions have less evi- 
dentiary weight than recent or closely 
related ones. He should present trans- 
actions in their chronological order, if 
possible. 

All of the books, records and docu- 
ments of the bankrupt or debtor must 
be available to the accountant. He must 
produce all of the evidence which is 
material to the issues, whether the evi- 
dence supports his party’s cause or de- 
feats it. He must be meticulously im- 
partial and thoroughly honest regard- 
less of his convictions about the issues 
and his desire to help win the case. 


The Accountant’s Testimony 


The accountant should be prepared to 
testify as a witness. Most of his testi- 
mony will be about business records, 
entries, postings, financial statements, 
statements of income or loss, and bal- 
ance sheets. He should explain the sig- 
nificance of entries and postings and 
statements in non-technical language, 
remembering that most judges and law- 
yers have not been trained in account- 
ing. He should expect to be thoroughly 
cross-examined, and be prepared. This 
sort of testimony is factual. (See G.O. 
22.) 

The accountant may be called to tes- 
tify as an expert witness. Under this 
classification he will be permitted to 
give his expert opinion as evidence. This 
expert opinion, however, must be based 
on facts—facts in the case or facts simi- 
lar to those in the case. Before he may 
testify as an expert witness he must be 
qualified, that is, he must show sufficient 
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experience as an accountant to con. 
vince the court that his opinion will 
have probative value. “Qualification” js 
an elastic term; the trial judge or referee 
determines whether or not the account. 
ant is qualified. All accountants are 
qualified to some extent to give an ex- 
pert opinion, but each accountant should 
be sure to give his attorney a summary 
of his education and experience as an 
auditor and accountant so that the at- 
torney will have it in court. 

When he testifies, the accountant 
should be positive and definite and con- 
cise in his answers. He should stick to 
the point at inquiry and refrain from 
volunteering or quibbling. If he doesn’t 
know the answer, he should say so. If 
he doesn’t understand a question, he 
should say so and ask the judge or 
referee to have the question clarified if 
it seems important to do so. He should 
not argue with counsel on either direct 
or cross-examination. 


If questioned as to his conferences 
with trial counsel, or as to his compen- 
sation for testifying, he should readily 
admit that he has conferred, if this is 
the fact, and that he hopes the court 
will allow him reasonable compensation 
for his services. : 

If he believes an explanation will save 
a lengthy examination or cross-exami- 
nation, he should ask the court for per- 
mission to make it. If he can save time 
by doing this everyone will be appre- 
ciative. 

The trial judge or referee will have to 
read the accountant’s testimony. The 
unsuccessful party may appeal. Should 
this happen, the testimony will be part 
of the record on appeal. Then the Ap- 
pellate Judge will have to read the tes- 
timony. The accountant who remen- 
bers this will try to make his testimony 
as clear and concise as possible. A con- 
fused record may confuse the judge. 


Most issues are decided upon a few 
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Special Reports 


Official Releases 


Issued October 1957 as Statement on Auditing Procedure No. 28 
by the Committee on Auditing Procedure, American Institute of 
Certified Public Accountants, and subtitled “Applicability of 
Reporting Standards in Special Circumstances.” 


INTRODUCTION 


1. The independent certified public 
accountant has long had authoritative 
literature and accepted practice to guide 
him in that part of his work which has 
to do with reporting on the more usual 
types of financial statements of corpo- 
rate business enterprises organized for 
profit. When he has undertaken to re- 
port on matters outside that category, 
he has had little besides his own ex- 
perience and judgment to guide him, 
since the profession has not clarified the 
applicability of generally accepted audit- 
ing standards in such circumstances. 


2. The purposes of this statement 
are: 

a. To provide a basis for differentiat- 
ing between reports for which the word- 
ing of the usual short-form opinion or 
certificate (whether used in a_ short- 
form or long-form report) is appropri- 
ate and reports for which special word- 
ing in the opinion or certificate seems 
to be necessary. These latter reports 
are generally referred to hereinafter as 
“special reports.” 

b. To clarify the applicability of 
generally accepted auditing standards 
to such special reports. 
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TYPES OF SPECIAL REPORTING 
CIRCUMSTANCES 


3. Special reports (see paragraph 
2a.) may include: 

a. Reports on financial statements of 
organizations which maintain their ac- 
counts and prepare their statements on 
a cash or other incomplete basis of 
accounting which is materially at vari- 
ance with accounting practices custom- 
arily followed in preparing accrual 
basis statements. These organizations 
may include some organized for profit, 
particularly those carried on by indi- 
viduals and partnerships, as well as 
some nonprofit organizations. 


b. Reports on financial statements of 
some nonprofit organizations which 
follow accounting practices differing in 
some respects from those followed by 
business enterprises organized for 
profit. These organizations may include 
municipalities, hospitals, cooperatives, 
and educational institutions. 

c. Reports prepared for limited pur 
poses, such as: 


(1) Reports that relate only to cer 
tain aspects of financial statements 
These reports may include reports, 
sometimes in letter form, relating to 
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special studies, to compliance with cer- 
tain provisions of bond indentures, or 
to the determination of the amounts of 
rentals, royalties, profit-sharing bonuses 
and the like. 

(2) Reports that are filed with vari- 
ous agencies on prescribed forms which 
provide a uniform statement presenta- 
tion, in some cases with a preworded 
opinion or authentication. These re- 
ports may include reports prepared for 
filing with various governmental autho- 
rities or with credit and similar agen- 


cies. 


4. Compliance by financial institu- 
tions, insurance companies, railroads, 
and the like, with accounting practices 
prescribed by a regulatory authority 
may create reporting problems; how- 
ever, the committee, for the present, is 
not dealing with the usual reports on 
financial statements of regulated com- 
panies and this statement is not intended 
to apply to them or to alter any previous 
pronouncements applicable to them. 
Nor is this statement intended to apply 
to reporting problems relating to tax 
returns or to management service re- 
ports. 


APPLICABILITY OF GENERALLY 
ACCEPTED AUDITING STANDARDS 


5. The wording of the usual short- 
form opinion or certificate on examina- 
tion of financial statements (whether 
included in a short-form or long-form 
report) is designed for an expression 
of opinion on the fairness with which 
such statements present financial posi- 
tion and results of operations. While 
no precise definition of the term finan- 
cial statements has been made by the 
committee, it is quite clear that the 
term as used in the pamphlet Generally 
Accepted Auditing Standards, as well 
as in Statement on Auditing Procedure 
No. 27, Long-Form Reports, refers to 
financial statements which purport to 
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show financial position and results of 
operations; such financial statements 
usually consist of a balance sheet and 
statements of income, retained earnings, 
and capital. 


6. Generally Accepted Auditing Stand- 
ards characterizes the term generally 
accepted auditing standards as used in 
auditors’ reports on financial statements 
in such a way as to include (a) general 
standards, (b) standards of field work, 
and (c) standards of reporting. It is 
the opinion of the committee that, to 
the extent appropriate in view of the 
character of the engagement, the sub- 
stance of the general standards and of 
the standards of field work applies to 
engagements involving special reports. 


- 


7. The four standards of reporting 
require (1) an opinion as to conformity 
of financial statements with generally 
accepted principles of accounting, (2) 
an opinion as to the consistency with 
which these principles have been ob- 
served, (3) adequate informative dis- 
closures, and (4) an expression of 
opinion regarding the financial state- 
ments taken as a whole, or a statement 
to the effect that an opinion cannot be 
expressed, together with the reasons 
therefor, and, in all cases, a clear-cut 
indication of the character of the audi- 
tor’s examination, if any, and of the 
degree of responsibility he is taking. 


8. Although there may be occasions 
when it is appropriate for the auditor 
to report upon conformity with gener- 
ally accepted accounting principles of 
incomplete financial presentations, such 
as in reports upon compliance with cer- 
tain provisions of bond indentures, the 
committee is of the opinion that the re- 
quirement of the first standard of re- 
porting does not apply to statements 
which do not purport to set forth finan- 
cial position and results of operations. 
Statements prepared on the basis of 
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cash receipts and disbursements, for 
example, usually do not purport to pre- 
sent financial position or results of op- 
erations. In reporting on statements 
which do not so purport the auditor 
should make sure that it is clearly 
stated what they do purport to present 
and the basis on which they have been 
prepared. He should express his opinion 
as to whether or not the statements 
fairly present the data on the basis indi- 
cated. The committee believes it to be 
generally preferable in these circum- 
stances to avoid the use of the terms 
“balance sheet,” “income statement,” or 
similar titles with respect to such state- 
ments; notwithstanding this preference, 
the committee recognizes the long- 
established acceptance of these terms 
and accordingly feels that it should not. 
at this time, do more than express its 
preference. 


9. In reporting on statements pre- 
pared on a cash basis (or substantially 
so) which nevertheless may appear to 
present financial position and results of 
operations, disclosure should ordinarily 
be made in the statements or their foot- 
notes or, less preferably, in the audi- 
tor’s report, (a) of the fact that the 
statements have been prepared on the 
basis of cash receipts and disbursements 
and (b) of the general nature of any 
material items omitted (such as ac- 
counts receivable and accounts payable) 
and, where practicable, of the net effect 
of such omissions on the statements. 
The auditor’s opinion might then be 
worded somewhat as follows: 

“In our opinion, the accompanying. state- 
ments present fairly the assets and liabilities 
of the XYZ Company, at December 31, 
19—, arising from cash transactions, and the 
revenues collected and expenses disbursed by 
it (and changes in proprietary interest, fund 
balances, etc., where reflected in cash basis 
statements) during the year then ended, on a 
basis consistent with that of the preceding 
year. 
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Notwithstanding the foregoing. where 
the auditor thinks that misleading jp. 
ferences may still be drawn from the 
statements, he should include an ex. 
planation in his report that the state. 
ments do not present financial position 
and results of operations. 

10. In reporting on statements pre. 
pared on a modified accrual basis of 
accounting, which nevertheless usually 
purport to present financial position and 
results of operations, the auditor may 
consider the resulting statements to be 
materially incomplete or to have been 
prepared in accordance with account. 
ing practices materially at variance with 
those customarily followed in preparing 
accrual basis statements. In such cases 
it is desirable to disclose the nature 
and amounts of the major items in- 
volved and, in his report, to state an 
exception or explain clearly why he is 
unable to express the usual opinion 
on the fairness of presentation of finan- 
cial position and results of operations. 

11. If the statements are those of a 
nonprofit organization they may reflect 
accounting practices differing in some 
respects from those followed by busi- 
ness enterprises organized for’ profit. 
It is recognized that in many cases 
generally accepted accounting principles 
applicable to nonprofit organizations 
have not been as clearly defined as have 
those applicable to business enterprises 
organized for profit. In those areas 
where the auditor believes generally ac- 
cepted accounting principles have been 
clearly defined (as indicated by autho- 
ritative literature and accepted _prac- 
tice, etc.) he may state his opinion as 
to the conformity ‘of the financial state- 
ments either with generally accepted 
accounting principles, or (alternatively, 
but less desirably) with accounting 
practices for nonprofit organizations in 
the particular field (e.g., hospitals, edu- 
cational institutions, etc.), and in such 
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circumstances he may refer to financial 
position and results of operations; in 
either event, it is assumed that the audi- 
tor is satisfied that the application of 
such accounting principles and _prac- 
tices results in a fair presentation of 
financial position and results of opera- 
tions or that he will state his exceptions 
thereto. In those areas where the audi- 
tor believes generally accepted account- 
ing principles have not been clearly 
defined, the other provisions of this 
statement apply. 

12. When the report relates to state- 
ments which purport to present finan- 
cial position or results of operations, the 
second standard of reporting as to con- 
sistency in the application of generally 
accepted accounting principles is, of 
course, applicable. When the report re- 
lates to other matters, reference to con- 
sistency is frequently appropriate, de- 
pending upon the nature of the matter 
reported upon. 


13. As to the third standard of re- 
porting, adequate informative disclos- 
ures are, of course, required at all 
times. Where the auditor considers the 
basis on which the financial statements 
have been prepared to be inappropriate 
or unsuitable in the circumstances, ap- 
propriate disclosures should be made. 


14, The fourth standard of reporting 
requires that the report shall contain 
either an expression of opinion, or an 
assertion to the effect that an opinion 
cannot be expressed and the reasons 
therefor. This standard also requires 
that the report should contain a clear- 
cut indication of the character of the 
auditor’s examination, if any, and the 
degree of responsibility he is taking. 
At the time this standard was adopted 
the major concern was with statements 
purporting to show financial position or 
results of operations. The requirements 
of this auditing standard, however. are, 
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in the committee’s opinion, applicable 
to special reports. 


OTHER ASPECTS 


15. Special reports in which incom- 
plete financial presentations or no finan- 
cial presentations are made (e.g., calcu- 
lations of royalties, profit-sharing bon- 
uses, rentals, etc.) should be drafted 
with a view to their special purpose and, 
accordingly, should state what informa- 
tion is presented, the basis on which 
it was prepared, and whether, in the 
auditor’s opinion, it is presented fairly 
on that basis. As indicated in para- 
graph 8 there may be occasions when 
it is appropriate for the auditor to 
report upon conformity with generally 
accepted accounting principles of in- 
complete financial presentations; such 
occasions usually arise when there is 
interest in establishing that a part only 
of the financial statements is in con- 
formity with generally accepted ac- 
counting principles, such as the deter- 
mination of “working capital” under a 
bond indenture. There may be occa- 
sions, in reports containing an ex- 
pression of an opinion on the fairness 
with which financial statements present 
financial position and results of opera- 
tions, where the auditor also expresses 
an opinion as to the adequacy or rea- 
sonableness of specific accounts, such 
as those for the allowance for doubtful 
accounts receivable or the liability for 
income taxes. The usual examination 
of financial statements is des‘gned for 
the purpose of formulating an opinion 
with respect to financial statements 
taken as a whole and not necessarily 
with respect to specific accounts. Ac- 
cordingly, it is generally undesirable 
for an auditor to render a separate 
opinion on a specific account, but where 
the situation is such that he considers 
it appropriate to do so, he should be 
cognizant of the added responsibility 
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he may thereby be assuming and the 
possible necessity of extending the scope 
of his examination. 


16. Statements prepared on printed 
forms designed by the authorities with 
which they are to be filed may require 
inappropriate classifications or other 
similar procedures that, in the auditor’s 
opinion, do not fairly present the finan- 
cial position or results of operations of 
the particular company filing the state- 
ments, even though they purport to do 
so. Also, such forms may involve the 
additional problem of conforming the 
preworded auditor’s opinion or certifi- 
cate to professional standards. Many 
of these forms are not acceptable to 
the independent certified public ac- 
countant because the desire for uniform 


Some forms can be made acceptable by 
typing in additional captions or word. 
ing; others can be made acceptable only 
by complete revision. Whenever the 
printed forms call upon the auditor to 
make an assertion which he believes he 
is not justified in making, he generally 
has no alternative but to reword them 
or to submit his separately typed report. 

The statement entitled “Special Re- 
ports (Applicability of Reporting 
Standards in Special Circumstances)” 
was adopted unanimously by the 
twenty-one members of the committee, 
of whom one, Mr. Sprague, assented 
with qualification. 

Mr. Sprague qualifies his assent be- 
cause he believes the reporting prob- 
lems referred to in paragraph 4 should 
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Your leading article “Accounting for Women” (February 15th issue) Rel 
pinpoints a serious gap in the statistics of the accountancy profession—a stituti 
gap which should be filled without delay. I have often felt that a survey Si 
such as you suggest would prove both interesting and informative, and only within 
recently I could have used such information to good advantage when I and ¢ 
was representing the profession at a careers convention held in a girls’ excluc 
school near Manchester. While several suitable girls expressed an interest Tepor' 
in accounting, severa] parents asked the seemingly inevitable question 
“What if she gets married? It will be five years wasted.” I could only point — 
out that training is never wasted and tell them that although I was married Louts 
and had a young family, I was still able to run a small practice. But how of ow 
much better it would have been if I could have drawn from knowledge tional 
of a wider field. This is only one small part of the information which is hietine 
needed, and it is my belief that potential articled clerks of the right 
standard may be lost if we cannot persuade parents that there is a future perine 
in the profession for both single and married women and show them where lander 
the special opportunities for women do occur. and w 
ancy ( 
Marcaret Hopce, “Letter to the Editor,” of Bu: 
Tue Accountant [England], March 1958 of the 
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Part One of a Two-Part Article 


Accounting Principles and Procedures 
of Philanthropic Institutions 


By Louis ENGLANDER, C.P.A. 


This article sets forth the varying accounting practices of 
philanthropic institutions, and the proposals by the author 
for standardization of such practices as well as the formula- 


tion of basic accounting principles. 


In September 1957 this writer com- 
pleted a study, sponsored by The New 
York Community Trust, which was un- 
dertaken to determine whether a uni- 
form system of financial recording and 
reporting could be designed for all phil- 
anthropic institutions. This article re- 
ports on this study, and the statements, 
opinions and conclusions contained 
herein are the sole responsibility of its 
author. 

Religious, social and governmental in- 
stitutions were not considered as falling 
within the scope of the study. Hospitals 
and educational institutions were also 
excluded because of prior studies and 
reports thereon. The American Council 
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of Education has issued a two-volume 
text, “College and University Business 
Administration,” prepared by a com- 
mittee of employees of member colleges 
and universities. Through a similar 
committee, the American Hospital As- 
sociation has issued a text, “Handbook 
on Accounting, Statistics and Business 
Office Procedures for Hospitals.” A 
committee of the California Society of 
Certified Public Accountants has _pre- 
pared a “Statement of Accounting Prin- 
ciples for Social Service Agencies.” A 
number of non-profit institutions have 
prepared accounting manuals for them- 
selves as well as for their branches and 
chapters. In all of these texts there are 
variances from the accepted accounting 
principles and procedures applicable to 
business enterprises organized for profit. 
The variances are sufficiently material 
to warrant their further study to deter- 
mine their applicability to the broad 
field of philanthropic institutions. 
The opinions expressed by the Com- 
mittee on Accounting Procedure of the 
American Institute of CPAs, in the ac- 
counting research bulletins, are limited 
in applicability. In its Bulletin No. 43, 
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entitled “Restatement and Revision of 
Accounting Research Bulletins,” the 
committee states: 


The principal objective of the committee 
has been to narrow areas of difference and 
inconsistency in accounting practices, and to 
further the development and recognition of 
generally accepted accounting _ principles, 
through the issuance of opinions and recom- 
mendations that would serve as criteria for 
determining the suitability of accounting 
practices reflected in financial statements and 
representations of commercial and industrial 
companies. In this endeavor, the committee 
has considered the interpretation and appli- 
cation of such principles as appeared to it 
to be pertinent to particular accounting prob- 
lems. The committee has not directed its 
attention to accounting problems or proce- 
dures of religious, charitable, scientific, edu- 
cational, and similar non-profit institutions, 
municipalities, professional firms, and the like. 
Accordingly, except where there is a specific 
statement of a different intent by the com- 
mittee, its opinions and recommendations are 
directed primarily to business enterprises or- 
ganized for profit. 


The last sentence is important. The 
committee’s opinions and recommenda- 
tions are directed primarily to business 
enterprises organized for profit. Hence 
it is incumbent upon the profession to 
determine to what extent the opinions 
and recommendations apply to enter- 
prises not organized for profit, and to 
fill in the gaps where they exist. 

The available published literature on 
the subject is quite sparse. Aside from 
the texts mentioned in preceding para- 
graphs, there were comparatively few 
articles appearing in technical journals 
—all of which were carefully examined. 
Executives of many philanthropic or- 
ganizations were interviewed. Through 
their courtesy, financial reports of vari- 
ous types of philanthropic institutions 
were made available for examination. 
Reports of internal and independent 
public accountants were studied; in 
this connection, reports for at least two 
successive years were sought, for pur- 
poses of comparison. In all, over one 
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thousand reports of approximately foy 
to five hundred individual agencies were 
reviewed. From these, one hundred or 
more, selected as representing typical 
institutions of differing types and vary. 
ing size, were selected for detailed study, 

A questionnaire regarding specific 
practices of recording and _ reporting 
was sent to twenty-five national philan. 
thropic institutions; twenty-four replied, 
The answers in some cases were accom- 
panied by charts of accounts, account- 
ing manuals, and other helpful ma. 
terials, all of which were carefully an- 
alyzed. The files of a committee of the 
California Society of Certified Public 
Accountants, which prepared the state- 
ment of accounting principles _previ- 
ously mentioned, were made available 
and were carefully studied. As each step 
of the study progressed, the findings 
were discussed with individuals directly 
involved in the financial division of 
some philanthropic institution. The ten- 
tative conclusions were discussed at sev- 
eral meetings with groups of financial 
personnel representing national and lo- 
cal philanthropic agencies. 


Basic Operational Concepts 


There are some basic concepts pe- 
culiar to philanthropic organizations, 
which differ from those found in con- 
mercial enterprises. These concepts may 
be considered as a_ basic philosophy 
which must be recognized when an ac- 
counting system is designed. They af- 
fect operational, financial and account- 
ing procedures as well as methods of 
recording and reporting financial trans- 
actions. They become the chief causes 
of the differences in the principles and 
procedures between profit and non- 
profit enterprises. 


Social Service Motive 


Business enterprises are organized 
primarily for the purpose of making 
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profits. Philanthropic institutions by 
their very nature cannot achieve pro- 
fits; they are organized primarily for 
the purpose of rendering some form of 
social service to the community. The 
determination of the net profits of busi- 
ness enterprises ordinarily involves the 
process of matching all applicable costs 
against the corresponding revenues of 
a fiscal period. As a result, principles 
and procedures have been evolved for 
the allocation of costs which should be 
applied currently and costs which should 
be deferred until the related revenue is 
attained. In this way, all applicable 
costs are matched against the related 
revenues of a fiscal period, for the pur- 
pose of determining the net income. 
Philanthropic institutions do not make 
profits. The principles and procedures 
set up for the determination of busi- 
ness net income, therefore, do not ne- 
cessarily apply. There is no compul- 
sion to charge revenue with corres- 
ponding applicable costs. Thus, ex- 
penditures for capital assets need not be 
apportioned between current and de- 
ferred costs, and other expenditures 
which normally would be allocated in 
profit-making enterprises, need not be 
allocated. There may be reasons why 
such allocations may be permissible or 
even desirable, but the principles in- 
volved are different. They will be dis- 
cussed later in this article. 


Budgetary Control 


In order to enlist public support, a 
philanthropic institution must inform 
the public of its program,—the esti- 
mated social service program costs, and 
the necessary expenses to implement 
the program. Therefore budgets must 
be prepared, outlining the specific proj- 
ects to be undertaken. The budgets in- 
clude estimates of income as well as 
costs, and are sufficiently detailed to 
make possible a comparison with 
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achieved results. Besides acting as a 
guide to estimated expenses, the budget 
may become an authorization for ex- 
penditures. A carefully planned budget 
becomes a valuable adjunct to proper 
recording and reporting. 

While budgets do not establish a 
contractual relationship with the con- 
tributor, they are at least a part of an 
implied promise that expenditures will 
be made in accordance with their pro- 
visions. In reporting the results of 
operations, the actual results should be 
compared with the budget. 


Income Derived from Contributions 


The chief source of revenue of many 
philanthropic institutions is the con- 
tributed income. This is classified into 
two major groups or categories—the 
portion received without restrictions im- 
posed by the donors, and the portion 
received from donors, restricted to some 
specific use or purpose. The unrestric- 
ted contributions are available for the 
general purposes of the institution, and 
may be used as the directors see fit. The 
restricted contributions may be used 
only in the manner or for the purpose 
designated by the donors. 

It becomes an obligation of the in- 
stitutions to account separately for each 
group. Separate records of income and 
expenditures must be maintained. The 
assets, liabilities and net worth of each 
group are recorded and reported sep- 
arately. These groups or funds, are 
given appropriate account titles such 
as Unrestricted Funds, and Restricted 
Funds. The groups or funds may be 
subdivided, so that each fund clearly 
denotes the nature of the transactions 
included therein. For example, Un- 
restricted Funds may be subdivided into 
those used for current operations (the 
Operating or General Fund) and those 
used for the creation of future income 
(the General Endowment Fund). Re- 
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stricted Funds may be subdivided into 
groups showing the nature of the re- 
strictions (Building Fund, Research 
Fund). 

Contributions are further classified as 
to their source. They may have been 
received from individuals as a result of 
an appeal or campaign. Some may have 
come through sources where no direct 
campaign has been undertaken—from 
affiliated organizations, from other fund- 
raising agencies, from foundations, from 
governmental agencies. Some may have 
been received through legacies and me- 
morial gifts. Each source is regarded 
as a separate type of income, and is 
recorded separately in the accounts. 

Because of the nature of contributed 
income, there is no assurance of its 
continuity. Despite the fact that the 
purposes of the institutions may require 
long-term planning, the emphasis must 
be on year-to-year projects. Basic rec- 
ords must be set up and reports must 
be made in the light of this fact. An- 
nual statements of operations become 
more important than annual statements 
of condition. 


Nature of Costs and Expenses 


Expenditures fall into two classes— 
those necessary to carry out the spe- 
cific activities of the social service pro- 
gram, and those necessary to service or 
implement the program. Each of the 
two classes is further subdivided to in- 
dicate the category of expenditure. The 
social service program costs may be 
subdivided into separate projects, such 
as research, patient care, rehabilitation, 
etc. The second cost classification may 
be subdivided into groups for general 
direction of the enterprise, raising the 
required income, public relations, etc. It 
is not sufficient to record and report 
expenditures by nominal accounts (such 
as salaries, rent, supplies, etc.). These 
must be further allocated among the 
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various categories to show the fune. 
tional nature of the expenditure. fy. 
penditures made for the purpose of 
carrying out the provisions of a re. 
stricted fund must be applied against 
the income of the fund. They must not 
be recorded with the general costs of 
the institution. 

If we say that the goal of account. 
ing for profit-making enterprises is the 
proper determination and reporting of 
enterprise profits, or net income, we 
may say that the goal of accounting for 
philanthropic institutions is the proper 
determination and reporting of their 
stewardship of contributed and _ other 
income. It is their accountability for 
contributed and other income, and for 
the expenditure of this income in the 
manner outlined in the appeal and in 


the budget. 


Recording and Reporting--General 


Varying Types of Philanthropic 

Institutions 

In the broad field of philanthropy, 
there are many different fields or areas, 
These may be placed in four major 
categories—(a) fund-raising agencies, 
(b) participating members of fund: 
raising groups, with their individual 
social service programs, (c) agencies 
which have their own fund-raising and 
social service programs, and (d) or- 
ganizations of groups of agencies with 
similar aims, for the purpose of gather- 
ing statistics and setting financial stand- 
ards within the groups. Within these 
categories, there are numerous areas Or 
fields of social service,—such as health, 
welfare, research, recreation, individual 
care, cultural activities, international 
relations, character building, and many 
others. 

While certain basic principles and 
procedures will be applicable to al 
groups, it is evident that there will be 
variations in detailed practices and pro 
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cedures. It may be that these variations 
will be material enough to prevent the 
preparation of a single accounting man- 
ual for all. However, within each field, 
such are entirely feasible. 
Common basic principles and procedures 
will form the foundation upon which to 
build the superstructure of procedures 
peculiar to the particular field. 

Except for commonly encountered in- 
come and expense accounts, there ap- 
pear to be wide variations in the matter 
of terminology. This subject requires 
intensive study on its own account. It 
is suggested that after general agreement 
on principles and procedures has been 
attained, committees of accountants, both 
private and public, turn their attention 
to creating a more uniform terminology. 
Unless dictionary definitions apply, 
titles and terms used in this report will 
be explained. 


manuals 


Bases of Recording and Reporting 


The accounting records are kept and 
financial reports are made on one of 
three bases,—cash, accrual, and modi- 
fied accrual. The first two are commonly 
used in business enterprises. The modi- 
fed accrual basis is a variation of the 
accrual method, which departs from one 
or more of the latter’s usual procedures. 
These variations include the following: 


1. Income is reported on a cash basis. 


Pledges are not included; hence pledges 
receivable are not set up in the balance 
sheet. on investments is 
ported as received; hence accrued in- 
terest receivable is not set up in the 
balance sheet. 

2. Minor prepayments are ignored. 
Unless they represent a significant out- 
lay, long-term insurance premiums are 
charged directly to expense in the year 
of payment. 

3. Fixed assets are not usually capi- 
lalized, but are treated as expense at 
the time of acquisition. In the event 
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Interest re- 


that buildings are capitalized, however, 
then depreciation is not taken as an 
operating expense. 

4. Minor accruals are ignored. 

If any one or more of these variations 
occur, or if the amount involved is 
material, the recording is classified as 
modified accrual. 

The goal of accounting for philan- 
thropic institutions has been stated to be 
the stewardship or accountability for 
contributed and other income and for 
the expenditures of this income in the 
manner promised (either explicitly or 
impliedly) in the appeal and the budget. 
Any system of recordkeeping which re- 
sults in a simple, accurate record of the 
financial history of the enterprise, and 
which achieves the intended goal may be 
considered a proper system. The cur- 
rent trend, except in comparatively 
small institutions, is toward the use of 
the modified accrual method. The use 
of any one of the bases does not pre- 
clude the necessity for subsidiary re- 
cords. Whether or not fixed assets are 
capitalized, plant ledgers should be 
maintained. Whether or not pledges re- 
ceivable are set up, individual receivable 
records should be kept. Insurance reg- 
isters are necessary, regardless of the 
method of recording premiums. 


Funds, in General 


The groups contributions, 
donor-unrestricted and donor-restricted, 
are separately recorded and accounted 
for. Separate ledger accounts are main- 
tained, in which to record the assets, 
liabilities, income and expenses of each 
group. The first group may be desig- 
nated as General Fund or Operating 
Fund, the second as Restricted Funds. 
Each of these groups may be subdivided 
further. Whatever the subdivisions, each 
constitutes a separate entity, and its 
records are kept as a separate unit, com- 
plete within itself. 


two of 
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General Funds consist of unrestricted 
contributed income and also include all 
non-contributed income. They are used 
for the general purposes of the institu- 
tion, as authorized by the directors. 
Frequently some of the assets of the 
General Fund are set aside by the gov- 
erning board for some special purpose. 
Separate earmarked funds are thereby 
created. In some instances, special types 
of income, such as unrestricted legacies, 
are not even included in the General 
Fund, but are immediately segregated 
and recorded in an earmarked fund 
(either in the Legacy Fund or in the 
General Endowment Fund). 


Restricted and Earmarked Funds 


Restricted funds arise from monies 
contributed for special purposes only 
or whose manner of use is restricted by 
the donor. At times these funds may 
require augmentation to enable the in- 
stitution to carry out their purposes. 
The directors may authorize the transfer 
from some earmarked funds to meet the 
requirements. Restricted funds should 
be carefully analyzed as to the nature 
and purpose of the restrictions. After 
the restrictions have been interpreted by 
counsel, they should be noted in the 
records. Both moral and legal obliga- 
tions compel the institution to account 
separately for all transactions involving 
restricted funds. A number of the re- 
stricted funds are self-liquidating. In 
some instances, the balances remaining 
after their purposes have been accomp- 
lished inure to the benefit of the institu- 
tion; in others, they revert to the orig- 
inal donor. 

It must be borne in mind that although 
earmarked funds represent unrestricted 
contributions by donors, they have 
nevertheless been restricted and set apart 
by management for some special reason. 
Normally they will not be used for the 
current operation of the institution. They 
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are set up for three major purposes— 
(a) the creation of an investment or en. 
dowment fund, whose income will be. 
come a secondary source of income for 
current operations; (b) the creation of 
temporary funds for some special self. 
liquidating objective, which cannot be 
financed entirely out of current contri. 
butions, and (c) the creation of a re- 
volving fund which may be utilized as 
the need occurs and as the directors 
decide. 


Variations in Accounting 
for Income 

Income, in General 

Ordinarily, in a profit-making enter- 
prise, income arises upon the completion 
of a sale or a service, regardless of when 
that income is converted into cash. In 
a philanthropic institution, the principal 
source of income is contributions. These 
contributions come either through a spe- 
cial appeal or campaign, or from various 
other individual or corporate sources. 
The appeal contributions are received 
in cash, or individuals may pledge them- 
selves to make future payments. Most 
philanthropic institutions (except pos- 
sibly fund-raising agencies) do not con- 
sider pledges as income until the pledges 
are paid. Most institutions do not con- 
sider interest as income until that inter- 
est has been received. They record in- 
come on a cash basis. There are several 
material exceptions to this procedure. 
Institutions which receive allotments 
from fund-raising agencies may set up 
the anticipated income as soon as it is 
due them. Some national organizations 
accrue income due from chapters or 
branches. At least two governmental 
bodies which require philanthropic in- 
stitutions to submit reports, have decreed 
that income must be reported on a cash 
basis. These are the State of New York, 
and the City of Los Angeles. Where 


unpaid pledges are included in income. 
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the pledges receivable are set up with 
corresponding provision for uncollectible 
pledges, so that only the amount expected 
to be collected actually finds its way into 
income. 

Because of the stewardship concept 
of recording and reporting, there is not 
too material a difference between the 
two methods. This is so because record- 
ing and reporting must answer the ques- 
tions, “What has been received? Have 
the receipts been expended according to 
plan?” If the cash basis of recording 
income is used, a separate category of 
income will show contributions from 
prior years’ campaigns, and will be ac- 
counted for in the year received. Costs 
of collections of that income will be re- 
corded in the same year, so that they 
may be applied as an expense in the 
year the income materialized. 

Whichever method is used, a full dis- 
closure of the facts should be made in 
reports. The gross amount of pledges 
receivable should be stated either as a 
footnote or as a comment. Where it 
can be determined, an estimate of the 
anticipated collections might be in- 
cluded. If prior experience does not 
indicate a pattern which may be used as 
a basis for estimating collectibility, it 
might be advisable to set up all pledges 
receivable, with a one hundred percent 
allowance for uncollected pledges. 


Income from Membership Fees or Dues 


An important source of income in 
many institutions is membership fees or 
dues. In some instances, these are in- 
cluded with contributions; in others, 
they are reported as a separate category 
of income. Membership fees are ob- 
tained from the body of the contributing 
public who are interested in the aims and 
social service program of the institution. 
In many cases, membership entails no 
more than that. There are no obliga- 
tions except that of paying annual dues. 
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Even if dues are unpaid, there is no 
penalty beyond being dropped from the 
membership roster. The right to vote 
at annual meetings may be included in 
the membership status; the right to re- 
ceive some literature may also be in- 
cluded. Some institutions believe that 
the right to vote is a material privilege. 

In the instances where no material 
privileges are obtained, the fees are, in 
reality, contributions. Membership en- 
tails no more than being one of a group 
who will most likely repeat its contri- 
butions annually. The fees should be 
included as contributions. Even if the 
membership receives literature for which 
non-members must pay, that in itself 
is insufficient to classify the fees in a 
separate category. The fees should be 
applied first to the subscription price, 
and the balance should be included with 
contributions. Where membership in- 
cludes material rights and privileges not 
available to the non-member, member- 
ship fees become a separate category of 
income. The costs of maintaining the 
rights and privileges so given should be 
segregated, so that the costs can be 
matched against the expenses. 


Income from Supplemental 
Fund-raising Activities 


In some institutions, events which are 
partly social, are planned to raise addi- 
tional funds. These events include 
theatre parties, bazaars, dinners, etc. 
They are undertaken by the institution 
itself, but more frequently by a com- 
mittee of interested members who are 
outside the jurisdiction of the institu- 
tion. In most instances, the committee 
in charge of the function turns over the 
net proceeds without details of gross 
receipts, costs and expenses. The net 
amount received is recorded as income 
by the institution. 

In principle, this method of recording 
is inaccurate. It is accepted merely be- 
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cause of expediency. Where the insti- 
tution has any control of the function, it 
should insist on obtaining the figures 
of gross income and costs and expenses. 
In a number of institutions, where these 
figures are obtainable, the net figures 
are still included as income, but the 
others are disclosed in the report. While 
this method is an improvement, it still 
is not entirely accurate. The following 
example illustrates the suggested method 
of recording: A participant receives 
something of value, as for example, a 
theatre ticket costing $7.50, for which 
he pays $15.00. The committee incurs 
expenses of $1.00 per ticket sold, and 
turns over the net proceeds of $6.50 per 
ticket to the institution. The institution 
should record $7.50 as income and 
should charge $1.00 to fund-raising 


costs. 


Income from Legacies 


Restricted legacies are recorded in 
restricted fund accounts; the terms of 
each legacy determine whether it shall 
be recorded separately, or whether it 
may be included in a group having the 
same or similar restrictions. Unrestricted 
legacies are recorded either in an oper- 
ating fund or in an earmarked fund. 
In the smaller philanthropic institutions, 
where the receipts of legacies are rare 
and the amount not too significant, the 
amounts are included in the General 
Fund. It has not been found necessary 
to set up a special Legacy Fund. 

In larger institutions, where legacies 
of material size are frequently received, 
they are immediately recorded in a spe- 
cial Legacy Fund or in an Endowment 
Fund, even though the legacies are un- 
restricted. This has the effect of elimi- 
nating these receipts from the operating 
income of the institutions. This method 
of recording has been justified on three 
counts—(a) the income received is not 
the result of a fund-raising campaign, 
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(b) if included in the unrestricted oper. 
ating income, it would cause fund-rais. 
ing percentages to fluctuate so greatly 
that they would become valueless, and 
(c) since it is incumbent upon the di- 
rectors to set aside a portion of unre. 
stricted income for future emergencies, 
this is exactly the type of income to be 
used for that purpose. 

In so far as recording is concerned, 
this method does not appear to violate 
any accounting principle of recording, 
However, in reporting to the general 
public, it must be remembered that such 
legacies constitute unrestricted income, 
and must be reported as such. In cal- 
culating fund-raising percentages, it is 
true that the inclusion of legacies would 
tend to make comparisons almost worth. 
less. It is also true that fund-raising 
costs usually do not include expenditures 
directly attributable to legacy income. 
But there can be no question that prior 
appeals at least partially have been re- 
sponsible for current legacies. Hence 
in this calculation, some recognition 
should be given to the receipt of unre: 
stricted income from this source. Per- 
haps it might be advisable to calculate 
and publish two sets of percentages— 
one where the base includes ‘all unre: 
stricted legacy income, and one where 
the base excludes all such income. 


Variations in Accounting 
for Expenditures 


Buildings—Accounting for Acquisition 

and Depreciation 

A minority of philanthropic institu- 
tions own buildings. Where they are 
owned, they have been acquired with 
funds provided by a special building 
fund drive, by direct donation, or by 
appropriations from unrestricted or ear: 
marked funds. There are several ways 
in which the acquisition is now Te 
corded. 


1. It is set up, at cost or some desig: 
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nated value, as an asset of a Building 
Fund. ‘The annual depreciation is 
charged as an expense of operation. 

2. The asset is recorded as in (1), 
but no depreciation charge is made. 

3. It is recorded as an expense of 
the Building Fund at the time of ac- 
quisition. A nominal asset value may 
or may not be set up. In one instance a 
value of one dollar per building is set 
up. Subsidiary records are maintained, 
which contain all necessary information 
about each building. 

In accounting for business 
prises, the determination of net income 
requires the matching of all applicable 
costs with the current revenue of each 
fiscal period. Hence, when a building 
is acquired for business purposes, it 
must be recorded in such a manner that 
each fiscal period during which the 
building is in use, will bear its propor- 
tionate share of the total cost of the 
building. In philanthropic organiza- 
tions, however, profits do not exist. 
There is no necessity for differentiating 
between the expired and deferred por- 
tion of any expenditure. The fact that 
depreciation is an element of cost which 
affects net income in business enter- 
prises does not apply to philanthropic 
institutions. The need for a cost base 
in determining gains or losses on the 
sales of buildings arises from govern- 
mental income tax regulations. Since 
philanthropic institutions are not sub- 
ject to taxation, this need is not ap- 
plicable. 

One of the doctrines of reporting 
for business enterprises is that “finan- 
cial statements should be free from the 
practice of such conservatism as will 
result in the distortion of the net income 
determination and the misstatement of 
the net worth.” For many years, how- 
ever, a previously allowable practice 
permitted the writeoff of fixed assets at 
the date of acquisition, on the theory 


enter- 


1958 


that the resulting balance sheet was 
more liquid and therefore more con- 
servative. The fact that this would re- 
sult in distortion of net income does 
not affect institutions which are not 
concerned with profits. However, the 
fact that it would result in a misstate- 
ment of net worth may give rise to 
some limited justification for recogni- 
tion of that fact. 

Buildings are acquired mainly 
through cash provided by special ap- 
peals or campaigns. It is anticipated 
that their eventual replacement will be 
accomplished in a similar manner. When 
received, the cash is recorded in a re- 
stricted Building Fund. When acquired, 
the building replaces the cash as the 
asset of the Building Fund. The asset 
thus acquired should be recorded at 
cost. To establish current book value 
of the asset, depreciation may be 
charged annually, as an expense of the 
Building Fund, thus producing no ef- 
fect on the operating statement. De- 
preciation should not be charged against 
current operations in the Operating 
Fund. Contributors have already paid 
for the cost of the building, and should 
not be charged twice for the same ex- 
penditure. 

Some institutions believe it is more 
conservative to create their own fund 
for replacement of buildings rather than 
to rely upon future campaigns; hence 
they do charge depreciation to current 
operations. This procedure can be 
justified only if (1) the amount of de- 
preciation is set aside and_ retained 
in a special replacement fund account, 
(2) there is a provision in the budget 
for such a funding, and (3) the amount 
of the depreciation is such that it will 
provide the funds required. 

Some institutions charge off the cost 
of the building upon acquisition, set- 
ting up a nominal value as the asset. 
It is true that this procedure under- 
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states the net worth of the Building 
Fund. Since the net worth of each 
fund is reported separately, and there is 
no total net worth shown for all funds, 
the understatement is localized. If 
found to be desirable, footnotes or com- 
ments, can present the facts. It is sug- 
gested that the procedure of writing 
down buildings to a nominal value be 
also acceptable. 


Furniture and Equipment 


Expenditures for furniture and equip- 
ment are recorded in two ways. They 
are charged immediately as an operat- 
ing expense, or they are capitalized, 
and the annual depreciation is charged 
as an operating expense. The ma- 
jority of philanthropic institutions use 
the first method. Ordinarily, the ex- 
penditures for the replacement of furni- 
ture and equipment do not vary radi- 
cally from year to year. The amount 
anticipated is included in the operating 
budget. The only objection to an im- 
mediate charge-off to expense is that 
the net worth would be understated. 

The doctrine of conservatism has been 
mentioned previously in connection 
with the treatment of buildings. A fur- 
ther examination seems necessary. Why 
are contributions given to an_ insti- 
tution? It is because contributors ap- 
prove of its objectives, and are satis- 
fied with the immediate program as 
outlined in the budget. They recog- 
nize the fact that money must be spent 
not only for the immediate social serv- 
ice needs, but also for expenses in con- 
nection with the implementation of the 
program. Reasonable amounts budgeted 
for furniture and equipment are recog- 
nized as necessary for the furtherance 
of the program. From the point of 
view of the contributor these items may 
be accounted for as an expenditure in 
the year in which they are acquired. 
Any residual value inherent in any still 
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usable fixed assets is merely a_ poten. 
tial benefit of future years, and it seems 
logical to assign only a nominal value 


to this benefit. The fact that the net 
worth is thereby understated becomes 
unimportant — or even commendable, 
It is important to remember that in 
business enterprises, net income is af- 
fected if the deferred portion (as. 
set value) of the cost is charged to the 
current operations. This is not true in 
philanthropic enterprises; hence, this 
portion of the doctrine is not pertinent, 
It must be concluded that the advantage 
of the immediate charge-off of furni- 
ture and equipment outweigh the dis. 
advantage of understating the asset, 

Why then, do some institutions capi- 
talize these items and charge deprecia- 
tion to expense? The justification is 
that expenditures are not regular, but 
periodic. If charged when purchased, 
there would be wide variations in the 
annual charge, and the comparability 
of accounting periods would be affected. 
If comparability is important enough, 
this method of recording should be ac- 
cepted. 


Prepaid Expenses 


Items such as insurance premiums, 
which in business enterprises are ap- 
portioned between the current charges 
(expense) and deferred charges for 
future periods (asset), are recorded in 
two ways. The first method is to charge 
the entire expenditure to expense when 
it is incurred. The second method ap- 
portions the expenditure as in business 
enterprises. A majority use the first 
method. The adherents of the second 
method use it because it equalizes ex- 
penditures year by year, and makes 
comparisons between years more eqult- 
able. Unless the amount of the prepay: 
ment is material, the total amount 
should be charged to expense. How 
ever, for the reasons stated in the dis 


April 




















col 
cla 
str 
the 
ma 
tio 
ope 


fur 
Th 


stri 


; bul 


twe 
of 

cor 
fine 
Wi 
cla: 
con 
iate 
ear’ 
cate 


whe 


rect 
pul 
lf a 
sult 
rate 
whi 
ticu 
rate 
lect 
mer 
int 
cies 
four 
may 
cor¢ 
coun 
clot] 


1958 





poten. 
t seems 
il value 
the net 
eECOMes 
ndable. 
that in 
> is af- 
nN (as. 
| to the 
true in 
e, this 
rtinent. 
vantage 
 furni- 
he dis. 

asset. 
Ss Capi- 
»precia- 
ition is 
ar, but 
chased, 
in the 
rability 
fected, 
nough, 
be ac: 


miums, 
Ire ap 
charges 
es for 
rded in 
charge 
e when 
10d ap- 
usiness 
ie first 
second 
Ze eX- 
makes 
» equit- 
prepay: 
amount 

How: 
he dis. 


April 











Accounting Principles and Procedures of Philanthropic Institutions 


cussion of the treatment of furniture, 
fxtures and equipment, either method 
should be acceptable. 


Classification of Income 


It has been stated previously that in 
most institutions, the chief source of in- 
come is contributions; that these are 
classified, as the donor directs, into re- 
stricted and unrestricted contributions; 
that management may segregate or ear- 
mark some of the unrestricted contribu- 
tions for purposes other than current 
operations. Contributions are recorded 
in the income accounts of the group or 
fund to which they have been allocated. 
This differentiation between donor-re- 
stricted and donor-unrestricted contri- 


. butions is important because it creates 


two separate entities, each independent 
of the other. Not only are separate re- 
cords kept for each group, but separate 
financial reports also must be prepared. 
Within each group, income may be 
classified into five major categories— 
contributed income; income from affil- 
iated organizations; endowment income; 
earned income; other income. A sixth 
category, membership dues, may be used 
when required. 

Contributed Income. All contributions 
received as a result of appeals to the 


public, are included in this category.. 


If appeals are made periodically, the re- 
sults of each appeal are recorded sepa- 
rately. If contributions are received 
which cannot be identified with a par- 
ticular appeal, they are recorded sepa- 
rately. Prior-year pledges may be col- 
lected. Committees in charge of supple- 
mentary fund-raising activities may turn 
in the proceeds of each function. Lega- 
cies and memorial gifts, grants from 
foundations and governmental agencies 
may be received. Each of these is re- 
corded separately, in individual ac- 
counts. At times, contributions of food, 
clothing, etc., may be received. These 
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contributions in kind should be recorded 
at a fair market value of the items re- 
ceived. They should be classified as 
contributed income. Because of their 
special nature, they are sometimes re- 
garded as a special category of income. 


Income from Affiliated Organizations. 
Two types of income are included in 
this category—the income received by 
a national institution from its branches, 
and the income received by a partici- 
pating institution which is a member of 
a fund-raising agency. National insti- 
tutions may have various agreements 
with their branches whereby a portion 
of the contributed income received by 
the branches is remitted to the national 
body. The amounts to be remitted are 
arrived at by agreement, or by specific 
formulae. The amounts received by the 
national institution should be recorded 
herein. Community chests are fund-rais- 
ing agencies for a group of participating 
philanthropic institutions. Contributions 
received by the chests are allocated to 
the participants. The amounts received 
by the participating institutions should 
be recorded herein. 


Endowment Income. This category 
includes the income from investments, 
interest earned on savings bank deposits, 
and earnings of restricted funds whose 
income is designated to be used for 
operations. Whether the investments 
of an institution are held as part of the 
assets of the Operating Fund, or of an 
Endowment Fund, all income derived 
from monies not presently required for 
current operating purposes should be 
reported in this category. In some re- 
stricted funds, the income may be desig- 
nated for general purposes or for some 
activity of the social service program. 
Where this is so, the income is trans- 
ferred to the operating fund and is re- 
ported in this category. Obviously, in- 
come derived from Endowment Fund 
assets should be classified as endowment 
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income. In addition, income from insti- 
tutional investments held temporarily as 
part of the Operating or General Fund 
assets, is likewise classifiable in this 
calegory. 

Earned Income. Earned income in- 
cludes any income derived from the 
sales of products or services. It includes, 
among others,—proceeds of sales of ar- 
ticles made by beneficiaries of the in- 
stitution’s services; sales of supplies; 
sales of and royalties on publications; 
fees for special case work; fees for edu- 
cational seminars; camp fees. 

Other Income. This category will in- 
clude any other type of income not in- 
cluded in the other categories. Each 
type should be given an appropriate 
title descriptive of its nature. It in- 
cludes, among others, gain on sales of 
equipment, and purchase discounts, 
where they are not deducted from the 
invoice cost. 

The schedule shown as Figure I pre- 
sents one way in which income may be 
reported, 


Classification of Expenses 
by Type and Functional Category 


Expenses are classified in accounting 
records primarily according to their 
nature, in accounts whose titles are 
descriptive thereof. They are divided 
into two groups — those required to 
carry out the various projects of the 
social service program, and those re- 
quired to implement the program. There 
are a number of institutions which 
make no further classifications. They 
record and report expenses only as 
described above. They list these ex- 
penses—Salaries, Rent, etc.—in any 
order they wish. There is no set ar- 
rangement or order in which the ex- 
penses are stated. While there may be 
some instances in which such reports 
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may be acceptable, in most cases fur. 
ther subdivisions and subclassification; 
are required, if full disclosure is to be 
achieved. 


Classification by Functions 


In addition to identifying the nature 
of an expense, it is desirable also to 
show its purpose or function. For this 





Figure I 


A SUGGESTED SCHEDULE 
FOR REPORTING INCOME 
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reason, expenses are often regrouped 
into various functional categories. Many 
such categories appear in the reports of 
philanthropic institutions, with different 
titles. However, even where the titles 
are similar, there is no assurance that 
the contents of each category are similar 
among different institutions. 

All expenses may be regrouped func- 
tionally in eight categories—(1) Social 
(2) Fund-raising 


Service Program; 
Costs; (3) Public Information and 
Education; (4) Administration; (5) 


Payments to Affiliated Organizations; 
(6) Chapter Expansion; (7) Central 
Services; (8) Capital Expenditures. The 
first four categories are generally ap- 
plicable; the others are used as re- 


' quired. 

The titles suggested for the eight 
categories are not necessarily those 
used by institutions at present. They 


are suggested because they are descrip- 
tive of the functional purposes of the 
expenses included in each. All of these 
categories are not applicable to every 
institution. Institutions which capital- 
ize their fixed assets will not require 
the category Capital Expenditures. 
Those which have no branches or chap- 
ters will have no expenses for Cen- 
tral Services or Chapter Expansion. 
Even where there are chapters, these 
two categories may be included in some 
of the others. 

Some institutions consider the cate- 
gory of Public Information and Educa- 
tion too broad, and subdivide it, show- 
ing some or all of the following as 
separate categories—Professional Edu- 
cation; Nurse Education; Lay Educa- 
tion; Professional Information; Public 
Information. Some institutions con- 
sider the categories Fund-raising Costs, 
and Public Information and Education, 
to be too closely allied to permit a 
meaningful separation. One institution 
combines the two into a category called 
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“Cost of Public Support.” In one group 
of institutions, all costs incurred to im- 
plement their social service program 
are grouped together. For statistical 
purposes, they are then equally divided 
into two categories—Fund-raising Costs 
and Administration. 


Selecting the Category 


It is obvious that while some ex- 
penditures will be readily identified 
with a particular category, others will 
present more difficulty. Fees paid to a 
consultant on fund-raising, purchases 
of equipment, research grants, will be 
included in the categories Fund-raising, 
Capital Expenditures, and Social Serv- 
ice Program, respectively. The salary 
of the director, who may spend part of 
his time in attempting to secure con- 
tributions, will be allocated between 
Administration and Fund-Raising. A 
health agency may prepare and issue 
a pamphlet, describing its program and 
the current projects included therein. 
The cost of the pamphlet would be 
charged to Public Information. If the 
pamphlet included a paragraph request- 
ing contributions for the program, 
should the cost still be charged to Pub- 
lic Information or to Fund-raising, or 
should the cost be allocated between 
the two categories? The problem be- 
comes one of analyzing each expen- 
diture, of classifying it into the category 
which will best disclose its purpose. The 
following are some general principles 
which will aid the analysis. 

1. Purpose Determines Category. The 
primary purpose of the expenditure 
should determine the category to which 
it belongs. Indeterminable collateral 
benefits may accrue to other categories. 
A sound social service program un- 
doubtedly creates a greater desire on 
the part of the public to contribute to 
the institution. Training volunteer 
workers for a fund-raising campaign 


285 








Accounting Principles and Procedures of Philanthropic Institutions 


involves some element of public educa- 
tion. Educational releases may in- 
fluence some of the readers to send in 
contributions. Collateral benefits of an 
indeterminable amount should not in- 
fluence the classification. The answer to 
the question, “Why is this cost being 
incurred; why is this expenditure being 
made?” will determine the category to 
which it belongs. 

2. Analysis of Expense Accounts is 
Required. Many expenditures of the 
same nature are recorded in a single 
expense account. Each such nominal ac- 
count should be analyzed to determine 
the purposes of the expenditure, and 
should be reclassified according to 
functional categories. All payments 
for salaries may be recorded in one 
salary account. The salaries may be 
for the clerical staff, the technical staff, 
the fund-raising staff, etc. An analysis 
should be made to determine how much 
should be allocated to each category 
of expense. 

The determination of its purpose and 
the allocation to its proper functional 
category should be made at the time 
the expense is incurred. It is inad- 
visable to wait until the end of a fiscal 
period before analyzing and allocating 
expenditures. If salaries are paid 
weekly, they should be classified when 
paid, and the amounts allocable to each 
category should be recorded, either in 
columnar form in the Salaries account, 
or in separate salary accounts main- 
tained for each category. Classifica- 
tions which are based solely upon the 
estimates of an individual employee at 
the end of a fiscal period, should not 
be considered adequate. 


3. Formulate Proper Bases for Allo- 
cations. A proper basis for allocating 
each type of expense should be formu- 
lated and utilized. It is evident that 
all expenses cannot be allocated on the 
same basis. The time spent by an em- 
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ployee for any activity might be the 
proper method of allocation. The space 
used might be the proper basis for the 
allocation of rents. 


Classification of Expenses— 
Alternate Viewpoint 

There is evidence that some institu. 
tions and individuals working in the 
field of philanthropy believe that the 
currently used categories of expenses 
are no longer adequate—that a reclassi- 
fication would present more useful jn. 
formation to management and to the 
public. Especially is this true in the 
categories of Fund-Raising, and Public 
Information and Education. Changing 
concepts and conditions in these areas 
give some validity to their belief. Two 
of these will be discussed—the change in 
the concept of fund raising, and the dif- 
ficulty of differentiating between Fund- 
raising and Public Information and 
Education Costs. 


The Changing Concept of Fund Raising 

Fund-raising activities are no longer 
purely eleemosynary in character. Or- 
iginally, there was a need. The need was 
made known to potential contributors. 
The contributors responded, merely as 
an act of charity. The need was met. 
The whole process was entirely personal. 
Then, a second element was injected into 
the activities—the element of civic pride 
and civic responsibility. The contribu- 
tors had a second reason for giving. 
They responded, not merely as an act of 
charity, but to fulfill a responsibility 
to the community. 

The number and types of fund-raising 
agencies increased materially. With 
their growth, the competition for the 
contributors’ dollars increased. A third 
element was introduced, and_ became 
part of the activities. There was 2 
definite attempt made to bring the con- 
tributors into closer personal and emo: 
tional affiliation with the agency; t 
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make the contributors potential or ac- 
tual beneficiaries of the agency’s social 
service program. In this way the agency 
secured a more stable clientele of contri- 
hutors and volunteer workers. 

These changes necessitate greater ex- 
penditures—all for the purpose of se- 
curing contributions. Perhaps other 
collateral benefits are obtained. Perhaps 
the title Fund-raising Costs should be 
changed to one which will give recog- 
nition to the additional factors involved. 
But the primary purpose of these ex- 
penditures still is the securing of con- 
tributions. 

Problems in Differentiating Fund- 

Raising and Public Information 

and Education Costs 

Fund raising and public education 
overlap, in many cases, to such a degree, 
that total allocation to one or the other 
category may be impractical and unde- 
sirable. Both purposes may be so in- 
termingled as to make them joint in 
nature. Some agencies include mass 
education as one of the projects of their 
social service programs. They prepare 
educational materials which are distri- 
buted to the public throughout the year. 
During the campaign this same material 
is mailed with campaign material to lists 
of potential contributors. The purpose 
of the mailing is to secure contributions. 
How should the cost of the educational 
material be classified? Some agencies 
will classify the total cost as Fund Rais- 
ing; most will include the handling and 
mailing costs in Fund Raising, but will 
include the of the materials in 
Public Education Costs. 


cost 


Criticism of Administration Category 
There is some criticism of the title of 
this category. It is believed that there 
is too much association in the minds of 
the public with the administrative and 
general expense category of business 
enterprises. A further definition of the 
character of administration is sought. 
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which will exclude general services ap- 
plicable to all categories. It is believed 
that this category should be supervisory 
in character—should deal with carrying 
out policy, and with the direction of op- 
erational and financial management pro- 
cedures. 





Changes Suggested by Those 
Expounding Alternate Viewpoint 
Because of the changed nature and 

purpose of fund raising, it is suggested 

that the title Fund Raising be eliminated, 
and a more descriptive title be substi- 
tuted. One such title already being used 
is Cost of Public Support. Other sug- 
gestions include—Work with Contribu- 
tors; Work Related Primarily to Con- 
tributors (Present and Potential) ; Cost 
of Public Support (Including Fund 
Raising). In connection with the 
changes in categories, it is suggested 
that a detailed list be prepared of the 
different types of expenses which are to 
be included in each category. If allo- 
cations are to be included, the bases 
of the allocations should be designated. 

If estimated prorations of expenses are 

used, the bases which underlie the esti- 

mates and the identity of the officer who 
fixed the bases should be disclosed in the 
financial statements. 

Education materials included with 
mass mailing appeals, as part of the soli- 
citation, should be classified in the cate- 
gory substituted for Fund-raising Costs. 
However, when so included, the cost 
should be identified separately from 
the other costs in an appropriately titled 
sub-heading, such as “Public education 
materials accompanying direct solicita- 
tion of contributions.” The category, 
Administration, should be limited in 
scope and the name should be changed 
to one more descriptive of its purposes. 
Several suggested changes have been 
made—Program Planning and Direc- 
tion; Management and Leadership. The 
titles are indicative of the type of ex- 
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penses to be included in this new cate- 
gory. 


Some Recommendations 


It is apparent that the criticisms of 
the existing categories are due to three 
factors—(a) the terminology is faulty; 
(b) the content is not clearly defined; 
(c) the classification of an expenditure 
where a primary and an important 
secondary purpose exist may prove to be 
unduly difficult. If more descriptive 
titles can be found, which will be under- 
standable to the general public as well 
as to management, they should be sub- 
stituted for those in use at present. Cer- 
tainly it would be beneficial if a substi- 
tute title could be found for Fund-rais- 
ing Costs, which appear to have attained 
an undue significance in the public 
mind. It is a task which well may be left 
to a committee on terminology. 

If at present the content of the cate- 
gories is not clearly defined, the rem- 
edy should come from the philanthropic 
institutions and from their accountants 
and auditors. Certainly the principles 
involved are simple enough. When an 
expense is incurred, it is recorded in an 
appropriately titled nominal account 
which indicates the nature of the ex- 
pense—Salaries, Rent, Travel Expense. 
When it is necessary to record the pur- 
pose of the expense, the expense ac- 
count is analyzed, and is either sub- 
divided into functional categories there- 
in, Or separate accounts are created 
which indicate both nature and purpose 
of the expense—Salaries, Administra- 
tion; Salaries, Research; Rent, Adminis- 
tration; Rent, Fund-raising. The diff- 
culty in classifying certain expenses as 
Fund-raising or Public Education, or 
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both, can be resolved by referring once 
more to the principle—classify accord. 
ing to the primary purpose of the ex. 
pense. Education materials are used jn 
connection with mass appeals for cop. 
tributions. What is the purpose of the 
inclusion of these materials in the ap. 
peal? If the main purpose is to secure 
contributions it is a fund-raising ex. 
pense. It does not matter that a certain 
amount of collateral benefit will result— 
that the project of public education may 
be assisted. If the main purpose is pub: 
lic education, the same principle holds. 
It is an educational expense even though 
a more favorable attitude toward con- 
tributing may be created. 

However, in this particular illustra. 
tion, there may be some doubt whether 
a real or a collateral benefit is created. 
Therefore, to assure full disclosure, the 
classification selected should be iden. 
tified in such a manner that all who read 
a report will be apprised of the facts. 
3y classifying the expense as Fund Rais. 
ing, and by indicating the amount there- 
of as a separately subdivided portion of 
the category, full disclosure is made. 
Limiting the category Administration to 
the functions indicated ignores the fact 
that management and planning require 
certain tools. Recordkeeping, clerical 
services, may be performed in part for 
some specific categories, but at least 
part are for the institution as a whole. 
These central services, which are not 
definitely performed for one particular 
category, should be considered as an 
administration expense. However, there 
is sufficient force to the reasoning of 
those expounding the alternate view: 
point to justify a further study of the 
problem. 
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New York State Tax Forum 


Guest Editor—MuiriaM I. R. Eouts, C.P.A. 


New Legislative Bills . . 
Exemptions . . . Deductions. . 


New Legislative Bills 


With the Ides of March comes the 
perennial barrage of legislative bills, 
most of which are little more than a 
kegislative gesture, many of which serve 
as political manoeuvres, and a few of 
which enter our statute books. The bills 
herein discussed have been selected as 
those in which our profession is likely 
to have the greatest interest. Their selec- 
tion in no way suggests the opinion that 
these bills are more likely to become law. 


Personal Income 


There is now pending before the leg- 
isature a constitutional amendment au- 
thorizing the use of all or any part of 
federal net income as a basis for compu- 


tation of state tax. There are several bills” 


relating to personal income, one of 
which terms as income, moneys received 
as a reward for detection or prevention 





Mriam I. R. Eoris, C.P.A. and member 
of the New York Bar, is engaged in the 
practice of accounting in New York 
City. She was formerly chairman of our 
Society's Committee on New York State 
Taxation and a member of the Commit- 
lee on Federal Taxation. Mrs. Eolis is 
now serving on our Estate Planning 
Committee and has lectured at New York 
University Tax Institutes. 
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. Personal Income. . 
. Recent Decisions. 


. Exclusions... 


of crime, and another of which taxes as 
income, prizes, awards and scholarships. 
There is a bill relating to employee stock 
options, making receipt of such options 
free from income tax under certain con- 
ditions. Another bill provides that pay- 
ments made in liquidation of the interest 
of a retiring or deceased partner shall 
be taxed, to the extent that it exceeds 
the partner’s interest in partnership as- 
sets, as a distributive share of partner- 
ship income. 


Exclusions 


There are a number of bills relating 
to exclusions. One excludes from gross 
income the value of meals or lodging 
furnished an employee by an employer. 
Another excludes from gross income of 
employees, contributions by employers 
to accident and health plans. 


Exemptions 


The matter of exemptions has given 
rise to considerable legislative activity. 
A number of bills have been submitted 
relating to an extra exemption for a 
dependent who attends school. As the 








Ep. Note: For an interim period, until a 
permanent departmental editor has been 
selected, this department will be conducted 
by guest contributors. 
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law now stands, an exemption of $800 
may be taken for such a dependent, but 
only if the dependent is over eighteen. 
The bills being submitted seek to correct 
this defect by allowing the $800 for a 
dependent student of any age in pursuit 
of higher education. There is a bill per- 
mitting the claiming of an exemption for 
a dependent supported by more than one 
individual, if a consent declaration is 
filed. There is also a bill permitting the 
filing of joint returns in cases where one 
spouse dies during the taxable year. 


Deductions 


With reference to deductions, there 
are a number of bills, some of which 
may pass, which make better politics 
than tax principle. Some of these are 
bills granting special deductions for 
child care, for transportation for the dis- 
abled, and for physical handicap. There 
are bills permitting a deduction of ex- 
penses incurred by teachers in obtaining 
further education; and deduction by 
parents, of tuition paid for dependents 
in college. There are a number of bills 
allowing the deduction of federal income 
taxes for computing state tax. Deduc- 
tions for contributions are the subject 
of legislation, expanding the allowance 
to include limited political contributions, 
contributions for cemetery maintenance 
and contributions to the New York State 
retirement system. There are a few bills 
permitting certain deductions in addi- 
tion to the optional deduction. One of 
these is the allowance of the optional 
deduction in addition to business deduc- 
tions. Another is the allowance of a 
deduction for meals and lodging while 
working away from home, in addition 
to the optional deduction. There are 
bills relating to the deduction of insur- 
ance, one allowing a limited deduction 
for life insurance premiums paid on the 
life of a spouse; another allowing a de- 
duction for premiums paid for compul- 
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sory automobile insurance. Two bills 
will undoubtedly warm the hearts of 
most members of our profession. One 
deals with depreciation, and extends the 
permissible methods to include the de. 
clining-balance method, and the sum-of- 
the-years-digits method. The other heart. 
warmer allows, as a deduction, expenses 
incurred in connection with determina: 
tion of tax liability. Then there are the 
usual bills in the hopper for reductions 
in tax rates, increases in exemptions, 
and delaying the filing date of personal 
income tax returns to May 15. How 
much of all this will be productive, only 
the end of April will tell. 


Recent Decisions 

A recent decision with important in- 
plications was the Babylon Milk and 
Cream Co. Inc. case! decided by the 
Appellate Division in New York. This 
was a case in which the Truck Milage 
Tax Bureau made an audit of taxpayer's 
return. On the basis of a test check of 
four months of the taxable year, the 
auditors applied a percentage to the re- 
maining eight months of the year, and 
came up with a determination of addi- 
tional tax. The taxpayer contended that 
since the actual records for the twelve 
months were available, the Tax Commis- 
sion had no right to make its determina: 
tion on a test-check basis. The Appellate 
Division annulled the determination, and 
remitted the matter back to the Tax 
Commission for further proceedings. 

Another significant recent decision 
was the William H. Young case” relat: 
ing to the matter of allocation of unin 
corporated business tax. This was a case 
of a New York partnership conducting 
an insurance business in New York. Be 
cause of a Texas statute which required 


1 Babylon Milk & Cream Co. Inc., 5 Av. 
2(d). 712, 12/19/57. 

2 William H. Young and others, Law Repot! 
News, 2/12/58, N. Y. Ct. of Appeals. 
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wo bills f that all partners in an insurance busi- branch office, but could not be main- 
earts of | ness must be residents of Texas, a sep- tained as such under Texas law. The Tax 
m. One | arate partnership was conducted in Commission took the position that the 
ends the | Texas. The Texas partnership remitted moneys received constituted income on 
the de | asum of money realized from some of an investment in a Texas partnership, 
sum-of. | its accounts to the New York partner- and therefore was subject to tax in New 
oy heart. } ship, which the New York partnership York. The Appellate Division upheld the 
xpenses } reported as non-taxable income from Tax Commission, and the Court of Ap- 
termina. | business carried on without the state. peals affirmed. There was, for whatever 
are the | The contention of the taxpayer was that it was worth, a dissenting opinion much 
ductions | the Texas partnership was in reality a more persuasive than the prevailing one. 
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Accounting at the SEC 


Conducted by Louis H. Rappaport, C.P.A. 


Activities of the Commission 


in Accounting and Auditing 


As Reported in its Twenty-Third Annual Report 


The SEC recently issued its annual 
report to Congress covering the fiscal 
year ended June 30, 1957. As usual, the 
report contains a section dealing with 
the Commission’s activities in account- 
ing and auditing. This section of the 


Dependable, informative financial 
statements, i.e., statements which dis- 
close the financial status and earnings 
history of a corporation or other com- 
mercial entity, whether filed in com- 
pliance with the statutes administered 
by the Commission or included in other 
material available to stockholders or 
prospective investors, are indispensable 
to the investor as a basis for invest- 
ment decisions. 

The Congress recognized the impor- 
tance of these statements and that they 
lend themselves readily to misleading 
inferences or even deception, whether or 
not intended. It accordingly dealt ex- 
tensively in the several statutes admin- 





Louis H. Rappaport, C.P.A., a partner 
in the firm of Lybrand, Ross Bros. & 
Montgomery, C.P.A.s, is the author of 
SEC Accountinc PrActTiceE AND PRo- 
CEDURE. 
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report makes interesting reading for 
CPAs because it summarizes concisely 
the SEC’s activities and objectives in 
the areas of accounting and auditing, 
An excerpt from the report is reprinted 
below. 


istered by the Commission with finan 
cial statement presentation and the dis. 
closure requirements necessary to set 
forth fairly the financial condition of 
the company. Thus, for example, the 
Securities Act requires the inelusion in 
the prospectus of balance sheets and 
profit and loss statements “in such form 
as the Commission shall prescribe”? and 
authorizes the Commission to prescribe 
“the items or details to be shown in the 
balance sheet and earnings statement, 
and the methods to be followed in the 
preparation of accounts * * *”,1° Similar 
authority is contained in the Securities 
Exchange Act,!! and more compreher- 
sive power is embodied in the Invest 
ment Company Act!? and the Holding 
Company Act.1% 

The Securities Act provides that the 
financial statements required to be made 
available to the public through filing 
with the Commission shall be certified 
by “an independent public or certified 
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acountant.”'* The other three statutes 
permit the Commission to require that 
sich statements be accompanied by a 
certificate of an independent public ac- 
countant,!° and the Commission’s rules 
require, with minor exceptions, that they 
be so certified. The value of certifica- 
tion by qualified accountants has been 
conceded for many years, but the re- 
quirement as to independence, long 
recognized and adhered to by some in- 
dividual accountants, was for the first 
time authoritatively and explicitly in- 
troduced into law in 1933. Out of this 


' initial provision in the Securities Act 


and the rules promulgated by the Com- 
mission,® and the action taken by the 
Commission in certain cases,’7 have 
srown concepts of accountant-client re- 
laionships that have strengthened the 
protection afforded investors. 

The Commission’s standards of inde- 
pendence are stated in rules 2-01 (b) 
and (c) of regulation S-X which pro- 
vide among other things that an ac- 
countant will not be considered indepen- 
dent with respect to any person, or any 
afliate thereof, for any period during 
which he has any financial interest, di- 
rect or indirect, in such person, or with 
whom he is or was connected as a pro- 
moter, underwriter, voting trustee, di- 
rector, officer, or employee. In deter- 


mining whether an accountant is in fact- 


independent with respect to a particular 
registrant, the Commission will give ap- 
propriate consideration to all relevant 
circumstances, including evidence bear- 
ing on all relationships between the 
accountant and that registrant or any 
affiliate thereof. 

During the last several years many 
corporations whose securities were 
closely held or traded only over-the- 
counter found it necessary or desirable 
to sell securities to the public in inter- 
state commerce or to list securities on a 
national securities exchange and thus 
for the first time became subject to the 
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filing requirements of the several Acts 
administered by the Commission. Ex- 
perience with the Commission’s certi- 
fication requirements disclosed _ that 
many accountants found that they were 
unable to certify the financial statements 
of clients of long standing because dur- 
ing the period for which financial data 
was required to be furnished they had 
not in fact been independent under our 
rules. The most common cause of lack 
of independence was ownership by a 
member of the accounting firm of stock 
of the client company during any of the 
periods certified. This the Commission 
deems an absolute bar to independence, 
though exceptions where there would be 
particular hardship and investor protec- 
tion can be achieved by other safeguards 
have occasionally been permitted. 

Another reason for finding a lack 
of independence, in a number of cur- 
rent cases but particularly in the situa- 
tions described above, is the fact that 
some accountants intending to certify 
financial statements included in such 
filings have been interested in serving 
the client’s management, or in some 
cases large stockholders, in several capa- 
cities and in doing so have not taken 
care to maintain a clear distinction be- 
tween giving advice to management and 
serving as personal representatives of 
management or owners and making busi- 
ness decisions for them. 

As shown above, the statutes admin- 
istered by the Commission give it broad 
rule-making power with respect to the 
preparation and presentation of finan- 
cial statements. Pursuant to the author- 
ity contained in the statutes the Com- 
mission has prescribed uniform sys- 
tems of accounts for companies subject 
to the Holding Company Act;?® has 
adopted rules under the Securities Ex- 
change Act governing accounting and 
auditing of securities brokers and deal- 
ers; and has promulgated rules con- 
tained in a single, comprehensive regula- 
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tion, identified as regulation S-X,}® 
which govern the form and content of 
financial statements filed in compliance 
with the several acts. This regulation 
is implemented by the Commission’s Ac- 
counting Series releases, of which 78 
have so far been issued. These releases 
were inaugurated in 1937, and were de- 
signed as a program for making public, 
from time to time, opinions on account- 
ing principles, for the purpose of con- 
tributing to the development of uniform 
standards and practice in major account- 
ing questions. The rules and regula- 
tions thus established, except for the 
uniform systems of accounts, prescribe 
accounting to be followed only in cer- 
tain basic respects. In the large area 
not covered by such rules, the Com- 
mission’s principal reliance for the pro- 
tection of investors is on the determina- 
tion and application of accounting prin- 
ciples and standards which are recog- 
nized as sound and which have attained 
general acceptance. 

Changes and new developments in 
financial and economic conditions af- 
fect the operations and financial status 
of the several thousand commercial and 
industrial companies required to file 
statements with the Commission. It is 
necessary for the Commission to be in- 
formed of the changes and new develop- 
ments in these fields and to make cer- 
tain that the effects thereof are properly 
reported to investors. The Commis- 
sion’s accounting staff, therefore, en- 
gages in studies designed to establish 
and maintain appropriate accounting 
procedures and practices. The primary 
responsibility for this program rests 
with the chief accountant of the Com- 
mission who has general supervision 
with respect to accounting and auditing 
policies and their application. 

Progress in these activities requires 
constant contact and cooperation be- 
tween the staff and accountants both in- 
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dividually and through such representa. 
tive groups as, among others, the Amer. 
ican Accounting Association, the Amer. 
ican Institute of Certified Public Ae. 
countants, the American Petroleum [n. 
titute, the Controllers Institute of 
America, the National Association of 
Railroad and Utilities Commissioners, 
the National Federation of Financial 
Analysts Societies, as well as_ other 
Government agencies. Recognizing the 
importance of cooperation in the formu. 
lation of accounting principles and 
practices, adequate disclosure and 
auditing procedures which will best 
serve the interests of investors, the 
American Institute of Certified Public 
Accountants, the Controllers Institute of 
America, and the National Federation 
of Financial Analysts Societies regularly 
appoint committees which maintain 
liaison with the Commission’s staff. . . . 


Prefiling and other conferences, in 
person or by phone, with officials of 
corporations, practicing accountants 
and others, occupy a_ considerable 
amount of the available time of the 
staff. This procedure, which has proven 
to be one of the most important fune- 
tions of the office of the chief account- 
ant, and of the chief accountant of the 
Division of Corporation Finance and his 
staff, saves registrants and their rep- 
resentatives both time and expense. 

Many specific accounting and audit- 
ing problems arise as a result of the 
examination of financial statements re- 
quired to be filed with the Commission. 
Where examination reveals that the 
rules and regulations of the Commis 
sion have not been complied with or 
that applicable sound accounting prin- 
ciples have not been adhered to, the 
examining division usually notifies the 
registrant by an informal letter of com- 
ment. These letters of comment and 
the correspondence or conferences that 
follow continue te be a most convenient 


April 








and 

corre 
cial | 
to th 
ticule 
arise, 
accot 
the c 
to the 
decis 
of ac 
istrat 
sider: 
counl 
of su 
and 
their 
There 
years 
the p 
practi 
comp 
of th 
missi 
the C 
ize a 
periet 
Teacl 
dents 
fer w 
count 


In 
year | 
made 
merge 
cess ¢ 
fiscal 
coope 
profes 
ment 
in tha 
binati 
made, 
tinue 
that | 
counti 
sued | 
tified 


of ear 


1958 


esenta- 
Amer. 
Amer. 
ic Ac. 
im In. 
te of 
ion of 
ioners, 
1ancial 
other 
ng the 
formu: 
; and 
and 
| best 
s, the 
Public 
ute of 
ration 
‘ularly 
‘intain 
ie 
es, in 
als of 
ntants 
erable 
f the 
roven 
func: 
count: 
of the 
nd his 
: rep- 
se, 
audit: 
f the 
ts re- 
ssion. 
t the 
mmis- 
th or 
prin: 
., the 
s the 
com 
and 
; that 
nient 


April 











Accounting at the SEC 


and satisfactory method of effecting 
corrections and improvements in finan- 
cial statements, both to registrants and 
to the Commission’s staff. Where par- 
ticularly difficult or novel questions 
arise, Which cannot be settled by the 
accounting staff of the divisions and by 
the chief accountant, they are referred 
to the Commission for consideration and 
decision. The Commission’s treatment 
of accounting questions by these admin- 
istrative means is extensive. A con- 
siderable portion of the time of the ac- 
counting staff is spent in the discussion 
of such cases by letter and telephone, 
and in conference with registrants and 
their accounting and legal advisers. 
There is also a large and, in recent 
years, growing volume of inquiries as to 
the propriety of particular accounting 
practices from accountants and from 
companies not presently subject to any 
of the acts administered by the Com- 
mission who wish to have the benefit of 
the Commission’s views, and thus util- 
ize and apply the Commission’s ex- 
perience to the facts of their own case. 
Teachers of accounting and their stu- 
dents also use the public files and con- 
fer with the staff in the study of ac- 
counting problems. 


In the annual report for the fiscal 
year ended June 30, 1956, mention was 
made of the fact that many corporate. 
mergers and acquisitions were in pro- 
cess at that date and that during that 
fiscal year the Commission’s staff had 
cooperated closely with the accounting 
profession to bring about the establish- 
ment of uniform accounting procedures 
in that area. Since many corporate com- 
binations of this kind continue to be 
made, the staff finds it necessary to con- 
tinue its activity in order to ascertain 
that the principles set forth in Ac- 
counting Research Bulletin No. 48, is- 
sued by the American Institute of Cer- 
tified Public Accountants as a revision 
of earlier bulletins on this subject, are 
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applied fairly and uniformly in each in- 
stance and accomplish the fair dis- 
closure required. 


The 20th Annual Report”? contained 
a brief discussion of some of the ac- 
counting problems which confront the 
Commission when a registration state- 
ment or other filing is made by a cor- 
poration domiciled in a foreign country. 
It was pointed out that foreign stan- 
dards of accounting and financial re- 
porting differ in many respects from 
American standards and vary from 
country to country. Since that report 
was issued the Commission has been 
faced a number of times with these 
problems in connection with filings, ac- 
tual and prospective, by foreign pri- 
vate issuers. The several acts adminis- 
tered by the Commission make no dis- 
tinction between domestic private is- 
suers and foreign private issuers and 
make no distinction between domestic 
accounting firms and foreign account- 
ing firms. Since the acts contain sub- 
stantially the same financial and cer- 
tification requirements, the Commission 
has endeavored, through the adoption of 
rules and administrative practice, to de- 
velop policies with respect to account- 
ing and auditing principles, practices 
and procedures which have as their ul- 
timate objective the inclusion in filings 
with the Commission of financial state- 
ments of foreign private issuers which 
have been audited and certified by in- 
dependent public or certified account- 
ants who have followed generally ac- 
cepted auditing standards, practices and 
principles, as known to and followed by 
independent professional accountants in 
the United States, when making their 
audit of such issuers. Furthermore the 
financial statements with respect to 
which an opinion is expressed after such 
an audit has been completed should 
reflect or be reconciled to the consistent 
application of generally accepted ac- 
counting principles as known to and 
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followed by professional accountants in 
the United States. 

At June 30, 1957, there were ap- 
proximately 4,700 brokers and dealers 
registered with the Commission. Every 
registered broker-dealer is required to 
file with the Commission during each 
calendar year a report of financial con- 
dition on Form X-17A-5 under rule 
17a-5. Heretofore a substantial num- 
ber of these reports were not required 
to be certified by independent account- 
ants. On August 8, 1957, the Com- 
mission announced the adoption of an 
amendment of rule 17a-5. The amended 
rule provides that every report required 
to be filed on Form X-17A-5 must be 
certified by a certified public accountant 
or public accountant who is in fact in- 
dependent unless one of the three limited 
exemptions from the requirements is 
available. The amendment to rule 17a-5 
became effective November 15, 1957, 
and reports filed after that date, even 
as of a date within 1957, were required 
to comply with the certification require- 
ments set out in the amended rule. 


In several of the Commission’s re- 
ports for prior years it has been stated 
that many of the reports of broker- 
dealers filed with the Commission were 
deficient because the certifying account- 
ants appeared to lack knowledge of 
stock brokerage techniques with respect 
to maintenance of securities accounts 
because it appeared that they considered 
the Commission’s “minimum audit re- 
quirements” to be all of the require- 
ments necessary when making the audit 
of a broker-dealer or because it ap- 
peared that they had failed to read the 
applicable rules and to comply with the 
instructions in the forms. It is hoped 


that study and application of pro- 
cedures set forth in the booklet “Audits 
of Brokers or Dealers in Securities,” 
published by the Committee on Audit- 
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ing Procedure of the American Institute 
of Certified Public Accountants, at the 
suggestion of and with the cooperation 
of the Commission’s staff, will result jn 
improved reports filed by brokers and 
dealers. The booklet describes the spe. 
cial accounting records used by brokers 
and dealers, and the auditing proced. 
ures and forms of reports to be used in 
connection with the examination of their 
books and records and should fill the 
need for an authoritative guide in this 
specialized field of auditing. Any re. 
vision of the Commission’s forms and 
auditing requirements is being deferred 
pending observation of the effectiveness 
of this guide. 
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Note: Footnotes 1 to 8 relate to other sec- 
tions of the Commission’s Report. 
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12. Secs. 30, 31. 
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14. Sec. 10 (a) 
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15. Securities Exchange Act, sec. 13 (a) 
(2); Investment Company Act, sec. 30 
(e); Holding Company Act, sec. 14. 
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S-X. 
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Act Release No. 3073 (1941); 10S. E.C. 
982 (1942); and Accounting Series Re 
lease No. 68 (1949). 

18. Uniform System of Accounts for Mutual 
Service Companies and Subsidiary Serv: 
ice Companies (effective August 1, 
1936) ; Uniform System of Accounts for 
Public Utility Holding Companies (e& 
fective January 1, 1937; amended effec: 
tive January 1, 1943). 

19. Adopted February 21, 1940 (Account 
ing Series Release No. 12); revised De 
cember 20, 1950 (Accounting Series Re 
lease No. 70). 

20. 20th Annual Report, p. 107. 
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Administration of a CPA Practice 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 


Conducted by Max Brock, C.P.A. 


Relief for the Overburdened Prac- 
titioner-- A Story with a Moral 


The series “Relief for the Overbur- 
dened Practitioner” stirred a corre- 
spondent to write to us and describe 
his accomplishment in bringing relief to 
an overburdened practitioner. In addi- 
tion he touches on the problem of “too 
old” accountants. Because of its inter- 
est, excerpts from this letter are here 
produced. 

For many years, up to September 
1954, I was with one small but active 
firm in which I advanced to a junior 
partnership. The partnership was ten- 
dered to me in 1949 after my principal 
became ill and was hospitalized for a 
serious operation. We had a permanent 
stafli—no turnover. In short, we were 
a happy family. The principal partner 
delegated most of his work which I was 
happy to do and experience, and he 
even enjoyed four weeks of Florida 





Max Biock, C.P.A. (N. Y., Pa.), is a 
former chairman of the Committee on 
Administration of Accountant’s Prac- 
tice of the New York State Society of 
Certified Public Accountants. He is a 
lecturer at The City College of New 
York in the graduate course on Ac- 
counting Practice. Mr. Block is a 
member of the firm of Anchin, Block 
& Anchin. 
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sunshine during the heavy tax season. 
Proper planning, shifting to fiscal years 
for the heavier work, and most of all— 
trust, confidence and reliance did the 
job. None of us was unduly overbur- 
dened. 

During all this time I had heard 
from friends and others about being 
overburdened—not being able to find 
suitable help, not being able to go on 
vacations, etc. I could not believe it 
because we managed vacations, long 
week-ends, etc., and our work pro- 
gressed. 

However, for very personal reasons, 
I resigned from the firm in September 
1954, after which time I entered the 
employment market—to offer my serv- 
ices with any of the so-called overbur- 
dened practitioners. To my surprise and 
bewilderment, and after many _inter- 
views, I discovered the following: 


1. Overnight, because I had passed 
40 years of age and after many years 
of active experience, I became an old 
man. Most were seeking a younger man 
—under 35—why, I could not under- 
stand. 


2. Remuneration was never a prob- 
lem, as I asked for the market rate— 
but it did occur to me that the spread 
in remuneration between a junior and 
an experienced senior CPA has con- 
siderably narrowed since I started out 
as a junior accountant at $12 per week, 
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Administration of a CPA Practice 


Tax Control Manual—Sort Card 


Stote Corp. N.Y. 
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Administration of a CPA Practice 


and a good Senior then received $40 
per week, if he became a CPA. 

3. In a good number of interviews 
| had, the interviewer was a partner— 
apparently younger than myself, and 
reluctant to employ one older than him- 
self and probably more experienced. 

4, As to Tax Department jobs, in 
which I was well qualified (and my 
qualifications were never questioned) , 
[ received 100 per cent rejections be- 
cause | was not an attorney. 

5. During the latter part of 1954, 
Spring and Fall of 1955 and early 
1956, | had “Situation Wanted Ads” 
placed in the New York SunpbAy 
Tres. | was amazed at the number of 
firms replying to my ads, and surpris- 
ingly about 60 per cent of the replies 
were from the same firms that had an- 
swered my ads in 1954, 1955 and 1956. 

6. Although I did manage (by mak- 
ing myself several years younger) to 
obtain two employments during the 18- 
month period, I finally learned a lot and 
concluded that the so-called overbur- 
dened practitioners are looking for that 
Good Man Friday, but they will never 
find him unless family relationships are 
left at home and not brought to the 
office; I mean a son, brother, brother- 
in-law and nephew—just out of college. 
with little experience, given authority 
or preference. Don’t expect your men 
to feel at ease or secure with your firm 
when it becomes evident that there are 
limits to further advancement. Your 
men know, as I learned, that as age 
creeps up, you have a strike against 
you. Junior’s best training is a job 
with another firm 

To sum up—since April 1956 I was 
fortunate in convincing a very over- 
burdened practitioner in Westchester 
County, that an experienced CPA past 
4) can be of assistance to him. He de- 
cided to take a chance, and the result 
is this: He is most happy and so am 
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I in our association. I was able to take 
over many of his burdens in the field, 
tax work, etc. He found more time for 
social contacts, more time for golfing 
and relaxation, and even took a vaca- 
tion for the first time in years. Our 
clientele increased, our staff increased, 
my remuneration increased, and we 
have no employee turnover. All this 
was possible because I met a man who 
was interested in my welfare, my se- 
curity, as well as my professional in- 
terest. Furthermore, his attitude and 
respect and interest in the comfort of 
his employees is commendable, and 
makes work a pleasure. 


Tax Return and Audit 
Control Cards 


A few months ago, in this Depart- 
ment, there was a laudatory description 
of a control card. A form designed by 
the firm of Brach, Gosswein & Lane. 
CPAs, and obtained through the courtesy 
of that firm, is here reproduced for the 
benefit of all practitioners. 

The following engagement and other 
controls are contained in this manual- 
sort card: 

N. Y. State and federal income tax 

returns 

Miscellaneous returns 

Audits 

Form of organization 


Letter mailings 


In designing such control cards for 
their own use, practitioners are of 
course free to include whatever controls 
suit their needs. The space on the re- 
verse side, it should be noted, is used to 
record the dates on which the specified 
returns were mailed to clients, cover- 
ing a ten-year period. This space, too, 
may be utilized by practitioners for the 
same purpose or it may be converted 
to some other function. 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss 





Federal Withholding Tax Amendment 


The Internal Revenue Service has 
been given greater enforcement power 
to compel compliance by delinquent 
employers who deduct but fail to make 
timely payments of income and social 
security taxes withheld from employees’ 
wages. 


The tax report which includes the 
employer’s contribution for social secu- 
rity is filed quarterly, the due date for 
each calendar quarter’s payroll tax re- 
port being the last day of the month 
following the close of the calendar 
quarter. However, when the total for 
any month except the third month in 
the quarter exceeds $100 in employer 
and employee taxes, the tax deposits 
must be made within 15 days following 
the close of the month. Following each 
deposit in an authorized bank deposi- 
tary, accompanied by a form 450 (Fed- 
eral Depositary Receipt), the validated 
receipt is returned to the employer who 
submits the validated receipts and a 





SAMUEL S. Ress, an Associate Member 
of our Society since 1936, is a member 
of the New York and Massachusetts 
Bar. He is engaged in public practice 
in his own office in New York City 
specializing in payroll taxation and 
labor-management matters. 

Dr. Ress is a member of the Society’s 
Committee on New York State Taxation 
and Chairman of its Subcommittee on 
Unemployment Insurance. 
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lawful practice on the part of certain | ,, he 
employers with large payrolls. These @) 
employers deducted the payroll tax} jong 
from their employees’ wages, and in- 
stead of depositing the payroll taxes in ” a 
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in accordance with regulations, re 
tained these funds for use as working 
capital in operating their businesses. 
In many cases the Internal Revenue 
Service found that the payroll tax de- 
duction was a mere bookkeeping entry 
on the books of the employer who, not 
having sufficient funds with which to 
meet his payroll, in effect “borrowed” 
from the government. This condition 
was found to exist in a number of i 
solvency proceedings involving debtors 
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Payroll Tax Notes 


with substantial payrolls. To add in- 
ult to injury in these cases, employees 
of such employers were allowed income 
tax credits and refunds. To deal 
with such practices the United States 
Treasury Department sponsored the en- 
actment of P.L. 85-321 which was 
signed by the President on February 
1], 1958. With this amendment, the 
Internal Revenue Service now has the 
power to notify and instruct an em- 
ployer required to collect and pay over 
income or social security taxes with- 
held from an employee, to deposit such 
taxes in a special trust account for the 
government. 

Section 7512 of the Internal Rev- 
enue Code relating to Separate Account- 
ing For Certain Collected Taxes, etc. 
provides: 


(a) General Rule-—-Whenever any person 
who is required to collect, account for, and 
pay over any tax imposed by subtitle C (re- 
lating to employment taxes) or by Chapter 
33 (relating to excise taxes on facilities or 
services) — 

(1) at the time and in the manner pre- 
scribed by law or regulations 


(A) fails to collect, truthfully account 
for, or pay over such tax, or 
(B) fails to make deposits, payments, 
or returns of such tax, and 
(2) is notified, by notice delivered in 
hand to such person, of any such failure, 


then all the requirements of subsection (b) 
(set out below) shall be complied with. In 
the case of a corporation, partnership or 
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trust, notice delivered in hand to an officer, 
partner or trustee, shall for purposes of this 
section be deemed to be notice delivered in 
hand to such corporation, partnership or trust 
and to all officers, partners, trustees, and 
employees _ thereof. 

(b) Requirements.—Any person who is re- 
quired to collect, account for, and pay over 
any tax imposed by subtitle C or by chapter 
33, if notice has been delivered to such person 
in accordance with subsection (a), shall col- 
lect the taxes imposed by subtitle C or chap- 
ter 33 which become collectible after delivery 
of such notice, shall (not later than the end 
of the second banking day after any amount 
of such taxes is collected) deposit such 
amount in a separate account in a bank such 
as defined in section 581 (a duly designated 
and authorized withholding tax depositary), 
and shall keep the amount of such taxes in 
such account until payment over to the United 
States. Any such account shall be designated 
as a special fund in trust for the United 
States payable to the United States by such 
person as trustee. 


Provision is then made for relief from 
the requirements of subsection (b) in 
such cases where the Secretary of the 
Treasury or his delegate is satisfied 
that there will be compliance with the 
ordinary timely payment requirements 
provided in subtitle C or chapter 33 as 
the case may be. Accountants should 
warn clients guilty of such practices in 
the past that: 


“Any person who fails to comply with 
7512(b) shall, in addition to any other 
penalties provided by law be subject 
to a $5,000 fine or up to one year im- 
prisonment or both, upon conviction.” 
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Federal Income Tax Notes 


Conducted by RicHarp S. HELSTEIN, C.P.A. 


Time for Deduction of State Taxes. . 


. Mitigation of 


Effect of Limitations . . . Losses on Prospective Business 
. Supporting Forms for Individual Tax Returns. 


Time for Deduction of State Taxes 
Although Revenue Ruling 57-105 
(IRB 1957-11, 31), which provides that 
additional state taxes attributable to 
agreed increases in income, are deduct- 
ible by an accrual basis taxpayer in the 
year in which the increase is reported 
to the state, by self-direction (pursuant 
to section 7805(b) IRC 1954) does not 
apply to taxable years ended prior to 
May 1, 1957, it might be well to con- 
sider some of the problems involved be- 
fore they arise (see discussion NYCPA 
Vol. XXVII, No. 6, June 1957, p. 423). 
The first problem is whether this 
change in the government’s policy will 
be upheld in the courts. The Tax Court 
has consistently held that where there 
has been no contest of items adjusted 
upon Revenue Agent’s examination, the 





RicHarp S. HELSsTEIN, C.P.A., has been 
a member of our Society since 1940. He 
has been a member of the Committee on 
Federal Taxation, as well as various 
other committees. He is presently a 
member of the Committee on Publica- 
tions. 

Mr. Helstein has contributed to account- 
ing and other publications, and deliv- 
ered addresses before our Society and 
other professional societies. He is asso- 


ciated with J. K. Lasser & Co. 
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taxpayer is entitled to an additional 
deduction of the increase in state tax 
attributable to the agreed increase in 
taxable income in the year to which the 
adjustment pertains. (Curran Realty Co, 
(1950) 15 TC 341, 344, N. A. on this 
issue 54-1 CB 8; Jack M. Chesbro, 
(1953) 21 TC 123, 130, CA-2, 1955 affg. 
without comment on this issue, 225 
F(2d) 274, Cert. Den. 350 US 995; 
Anchor Cleaning Service (1954) 22 TC 
1029, 1035, N. A. IRB 1958-5). 

The reasoning of the Tax Court is 
based upon the doctrine that an accrual 
basis taxpayer may deduct an item in 
the year that its liability is determined 
both in fact and in amount (Security 
Flour Mills Co. (1944) 321 U. S. 281; 
Dixie Pine Products Co. (1944) 320 
US 516; U. S. v. Anderson (1926) 269 
U. S. 422). 

However, the question arises as to 
when a tax liability is “contested” and, 
therefore, not fixed. The Tax Court has 
held that it is not necessary to have liti 
gation in order for a tax to be “cor 
tested”; that “it is sufficient if the tax 
payer does not accrue the item on ils 
books and denies its liability therefor” 
(Great Island Holding Corporation 
(1945) 5 TC 150, 160, Acq. 1945 CB 
3: see also Gunderson Bros. Engineer 
ing Corp. (1951) 16 TC 118, 126). 
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Federal Income Tax Notes 


(f course a taxpayer would not have 
ycrued a liability on its books at the 
close of the taxable year for state taxes 
attributable to additional net income 
which might be determined upon a Rev- 
enue Agent’s examination in a_subse- 
quent year. Any such action could only 
result from prescience or a willful filing 
of an incorrect return on the part of the 
laxpayer. Furthermore, ordinary changes 
in income or deductions are not a “con- 
test” if agreed to, but represent merely 
adjustments or corrections of the amount 
reported. 

In Great Island Holding Corp., supra, 
the taxpayer contested its liability for 
New York State Franchise taxes, since, 
it contended, it was not doing business 
within the state. In Gunderson Bros., 
supra, the issue was between the tax- 
payer and the state of Oregon, and that 
taxpayer did not admit its liability until 
some years after the year involved. 

Thus it would appear that the deter- 
minant is the phrase “. . . and denies its 
liability therefore . . .” Since Great Is- 
land and Gunderson Bros. denied their 
liability, the decision in those cases that 
the state tax was not accruable in the 
year in which it arose, is not in conflict 
with the principle enunciated in Curran 
Realty, supra, and the cases which fol- 
lowed. 


And the Service has followed those . 


principles prior to the issuance of Rev. 
Rul. 57-105. It is apparent, therefore, 
that the principles are the same; it is 
only the Service which has changed its 
position. In view of the judicial history, 
itis doubtful that the government’s posi- 
tion will be upheld. 

A second problem is the treatment of 
4 potential reduction in state tax due to 
a reduction of taxable income. Such a 
‘ituation is not covered in Rev. Rul. 
07-105. Nor can it be assumed that it 
will be treated the same as the converse 
lor purposes of consistency. Actually the 
‘tuations are different. The state usually 
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will follow the federal determination in 
cases of additional income and tax (ab- 
sent fraud), but it is not necessarily true 
that refunds will be made without some 
investigation by the state. Thus, in the 
latter case, the year of accrual would 
logically be that in which the state deter- 
mines its liability to refund a portion 
of the tax paid. This, of course, could 
differ from the year in which the state 
is notified, and would differ from the 
year upon which the tax was based. 


Mitigation of Effect of Limitations 

Sections 1311 through 1314, IRC 
1954, provide an equitable method of 
adjustment of items of income, deductior 
or basis, where such adjustment woulc 
otherwise be barred because of the run: 
ning of the statute of limitations. For 
example, if an item is erroneously de- 
ducted in a current year, which should 
have been deducted in a prior year 
which is closed, but which prior year 
was still open at the time the current 
return was filed, allowance will be made 
for the deduction in the correct year, 
and adjustment made to the current year 
under the provisions of these several 
sections of the Code. However, Section 
1314 (c) limits the adjustment of in- 
come in the closed year to a correction 
of the item which was subject to adjust- 
ment in the current year. This can result 
in a pyramiding of deductions. 

In the example given in the Revenue 
Ruling cited below, a corporation paid 
and deducted vacation pay in 1953, 
which vacation pay was properly deduct- 
ible in 1952—a year barred by the stat- 
ute of limitations at the time of exami- 
nation, but open at the time the 1953 
return was filed. For the year 1953, the 
taxpayer also deducted vacation pay 
which was properly accruable for that 
year. The improper deduction of the 
cash payment in 1953 will be disallowed 
in that year, but allowed in 1952. How- 
ever, since adjustments under Sec. 1311 
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Federal Income Tax Notes 


et seq. are limited to the item of error 
in the current year, the deduction for 
cash payment of vacation pay in 1952 
which should have been accrued in 1951 
cannot be disallowed even though it may 
be erroneous. Thus, there results a dou- 
ble deduction in 1952 which must be 
allowed (Rev. Rul. 58-24 IRB 1958-3, 
10). 


Losses on Prospective Business 

In the February, 1958 issue of the 
NYCPA, we reported on Rev. Rul. 
57-418 which provided that costs and 
losses incurred in the investigatory stage 
of a project are not deductible unless 
the project is activated. Since this ruling 
reversed the prior position of the Inter- 
nal Revenue Service, a supplementary 
ruling has provided that the principles 
of Rev. Rul. 57-418 shall not apply to 
such losses sustained before September 
23, 1957, nor to losses sustained on or 
after September 23, 1957 where inves- 
tigatory activities were commenced prior 
to such date but the taxpayer never 
entered into the transaction or the busi- 
ness venture. This provision is not a 
separate ruling, but will become part of 
Rev. Rul. 57-418 when it is published 
in the Cumulative Bulletin (Notice, IRB 
1958-3,8). 

In view of the similarity of Sec- 
tion 23(e)(2) IRC 1939 to Section 
165(c) (2) IRC 1954, the holding of 
the Tax Court in J. W. York (29 TC 
__ No. 59) that the cost of a survey for 
the purpose of determining whether a 
taxpayer should enter a new trade or 
business is not deductible under Section 
23(e) IRC 1939, gives pause. This tax- 
payer, who heretofore had been experi- 
enced in development and management 
of residential property and shopping 
centers, was offered an opportunity of 
employment and participation in an or- 
ganization interested in developing and 
managing industrial property. In order 
to obtain information relative to the new 
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opportunity, the taxpayer paid for a sur 
vey of the particular situation in whic 
he was interested. As a result of the 
survey, petitioner entered into the trans 
action. The Court, holding that therg 
is no relation between management and 
development of residential property and 
industrial property, determined that th 
cost of the survey was deductible neithe 
under Section 23(a)(1)(A) or 23(e) 
The exclusion of the latter section wa: 
made under the rationale that “ 
was no transaction entered 

profit . until after the survey had 
been made...” 

If the Court had held that the cog 
was not deductible under section 23(e 
because the project was not abandoned 
and that therefore there was no “loss, 
the decision would be more understand 
able and less disturbing. 

Supporting Forms for Individual 

Tax Returns 

The Treasury has announced the issué 
for public distribution of three ney 
forms which, where applicable, ma 
be attached to individual income tax 
returns. 

Form 2440—explaining and support 
ing sick pay exclusion on line 6(b) of 
form 1040 (Section 105(d)): 

Form 2441—explaining and substan: 
tiating child care expenses (Section 
214). 

Form 2119—entitled “Statement Con: 
cerning Sale or Exchange of Taxpayer's 
Residence” (Section 1034). 

These are in addition to the following 
other forms which may have to be at 
tached to the returns: 

Form W-2—for wages and salaries. 

Form 2439—for tax credit on undis 
tributed capital gains of a regulated 
investment fund. 

Form 1116—for foreign tax credits. 

Form 2120—for an exemption under 
a multiple support agreement. 

Form 2106—the optional form for 
travel and transportation expenses. 


[ave] 





undis- 
ulated 


dits. 
under 


for 











XY 


